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INTERGOVERNMENTAL TAX IMMUNITIES IN 
THE UNITED STATES 


B. U. RATCHFORD * 


I INTRODUCTION 


L  jvnnontone kinds of tax exemptions 
constitute one of the major tax 
problems in the United States today. 
In a recent address Under-Secretary of 
the Treasury Marion B. Folsom stated 
that “there are many problems in the 
field of tax-exempt activities .. . abuses 
may develop when the tax-exempt sta- 
tus is used as a cloak to cover competi- 
tive business activities.” ' As taxes be- 
come more numerous and as tax rates 
rise, tax exemptions become more sig- 
Tax- 
payers, individually or in groups, find 
that high tax rates make it profitable to 
devote more time and effort to securing 


nificant and more dangerous. 


new exemptions, expanding old ones, or 
finding ways to take advantage of ex- 
isting exemptions. In the face of very 
high rates, lawmakers seem to be more 
lenient in granting exemptions, in some 
cases to relieve real distress, in others, 
perhaps, because they wish to ameliorate 
somewhat the severe burden of the high 
and unrealistic rates which political con- 


siderations have forced them to levy.” 


* The author is professor of economics at Duke 
University. 


1 Treasury Department Press Release H-95, April 
b6, 3953, D7 


“Cf., B. U. Ratchford, “ Practical Limitations to 


the Net Income Tax—General,” The Journal of Fi- 


Although the federal Revenue Act of 
1951 imposed one of the greatest tax in- 
creases in our history, only 15 of its 64 
sections increased tax burdens while 34 
sections had the effect of reducing tax 
burdens generally or on one or more 


special groups. All tax exemptions af- 


fect both tax revenues and the fairness 
and equity of the taxes to which they 


apply. A major characteristic which 


contributes to these effects is the tend- 
ency of exemptions, once granted, to 
persist indefinitely, although the condi- 
tions which gave rise to them may have 
changed or disappeared. 

In the United States there are both 
statutory and constitutional exemptions, 


nance, May, 1952, pp. 207-209. In this connection 


Henry Simons has written: yrogression has 
I g 


gone to seed rather ludicrously in our federal taxes. 
: politicians may point with pride to the rates, 


while quietly reminding their wealthy constituents 


of the loopholes . It is high time for Congress to 
quit this ludicrous business of dipping deeply into 
Personal Income Taxa- 


218-219. 


great incomes with a sieve.” 
tion (Chicago, 1938), PP 

As this is being written word comes of a striking 
testimony to the growing prevalence oft tax exemp- 
tions perhaps a case unique in tax litigation. In 
Wisconsin a that 


state’s ton-mile tax invalid on the grounds that “It 


county Circuit Court has held 


is riddled by the exemptions which have been fas- 
tened on to it over the twenty-two years of its life. 

. Ww hen exceptions e © become the rule, the rule 
Hillside Transit Co. Inc. v. Larson, Noted 
in State Tax Review, April 16, 1953, p. 1. 


is gone.” 
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Intergovernmental immunities or ex- 
emptions constitute one of the major 
groups of constitutional exemptions 
based upon the federal Constitution, 
Those exemptions rest not upon any 
specific provision of that Constitution 
but upon a doctrine or interpretation 
enunciated and developed by the Su- 
preme Court of the United States. In 
the wake of the Court’s decisions, how- 
ever, Congress and state legislatures have 
embodied many of the exemptions into 
Statutes. 

First announced in 1819, the Court’s 
doctrine grew and expanded until about 
1900, when it was extremely wide and 
Since that 
time, however, the Court has in several 


sweeping in its application. 


important respects limited or curtailed 
the application of the doctrine and has 
thereby repealed exemptions which some 
taxpayers had previously enjoyed. Stat- 
utory exemptions based upon the doc- 
trine have shown a greater tendency to 
persist. At the present time there is 
considerable evidence that on one point 
of the 
state and municipal bonds—the Court 


federal taxation interest on 
would change its position if the matter 
were brought before it. But the matter 
apparently cannot be brought before 
the Court so long as Congress retains 
the exemption in the Internal Revenue 
Code. 


the somewhat anomalous situation that 


Thus we are confronted with 
constitutional change, or at least a 
change in the Court’s interpretation of 
the Constitution, is barred by statutory 
provisions. In the meantime, state and 
local governments are expanding the 
scope of the immunity in its practical 
application by increasing the amount of 
bonds outstanding and the purposes for 
which they are issued. 
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The purposes of this study ave to: (1) 
examine the origin and development of 
the Court’s doctrine of intergovern- 
mental tax immunity as it applied to 
various kinds of taxes; and (2) describe 
the steps in the modification, curtail- 
ment, and limitation of that doctrine. 


I] DEVELOPMENT OF THE DocrTrRINt 
or Tax IMMUNITY 


The Supreme Court’s doctrine of 
intergovernmental tax immunity was 
first announced in the famous case of 
McCulloch v. Maryland * in 1819. The 
situation which gave rise to this case 
and the exact significance of the Court’s 
decision deserve critical attention. If 
they had been fully understood and if 
their implicaticns had been carefully 
observed, much of the trouble, litiga- 
tion, and misunderstanding which have 
ensued would have been avoided. 

in an obvious move to favor its own 
banks, the Maryland legislature had 
passed a law imposing a heavy discrim- 
inatory tax on any bank or branch, not 
chartered by the legislature, which is- 
sued notes within the state. The Sec- 
ond Bank of the United States refused 
to pay the tax and the suit followed. 
As counsel for the Bank pointed out, 
the law obviously had a political pur- 
pose; it was intended to prevent, or 


severely to handicap, the operation 


within the state of any bank with a 
In his brilliant deci- 
sion, Chief Justice Marshall convine- 
ingly demonstrated that the federal 
union would be in mortal danger if each 
of the states could paralyze its activities 
by prohibitive taxes. His 
are logical, valid, and convincing when 


federal charter. 


arguments 


34 Wheaton 316. 
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applied to discriminatory taxes levied 
for political or nonfiscal purposes; they 
lose much of their force when applied 
to nondiscriminatory taxes levied for 
the primary purpose of raising revenue." 
Indirectly, Marshall recognized this fact 
but he was extremely reluctant to as- 
sume the difficult task of deciding which 
taxes were, and which were not, dis- 
criminatory; he wanted a formula 
which would relieve him of “ the per- 
plexing inquiry, so unfit for the judicial 
department, what degree of taxation is 
the legitimate use, and what degree 
amounts to abuse of the power.” ° He 
thought that if a state had the power to 
levy a tax, it could specify any rate it 
desired; that was the basis for his fa- 
mous statement that 
involves the power to destroy.” 


€ 


“the power to tax 
Since 
he did not wish to distinguish between 
taxes according to their rates, he found 
his formula by distinguishing taxes by 


kind or type; taxes on operations were 


not permissible but taxes on property, 
if not discriminatory, were allowed. 
Thus at the very end he sums up the 
decision in these words: 


This 
States of any resources which they origi- 


opinion does not deprive the 


nally possessed. It does not extend to a 
tax paid by the real property of the bank, 
in common with the other real property 
within the State, nor to a tax imposed on 
the interest which the citizens of Mary- 
land may hold in this institution, in com 
mon with other property of the same de- 
But this 
is a tax on the operations of the bank, 


scription throughout the State. 


and is, consequently, a tax on the opera- 
tion of an instrument employed by the 


4 Both the counsel for the Bank and the Chief 
Justice were much more concerned with protecting 
the functions of the federal government than with 


the burden of the tax itself. 


5 [bid., p. 430. 
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government of the Union to carry its 


powers into execution. Such a tax must 


be unconstitutional.” 


Thus this decision did not prevent 
the state from levying a tax on the 
property owned by the Bank or on the 
stock issued by it. This is an aspect of 
the case which is frequently overlooked. 

It is doubtful that even the tax on 
operations would have been disallowed 
if it 


criminatory. 


had been moderate and nondis- 
As one reads the argu- 
ments and the decision it is easy to see 
that the Court was here reacting to a 


Marshall’s 


fierce loyalty to the Union caused him 


threat against the Union. 


to respond with brilliant logic and elo- 


quent prose which swept all before 
them, blinding men to the limited ex- 
tent of the decision in regard to taxa- 
Speaking many years later, Mr. 
Justice Frankfurter referred to the 
“unfortunate remark ” in the decision 


and said: 


tion. 


and 
partly because the intellectual fashion of 


Partly as a flourish of rhetoric 
the times indulged a free use of absolutes, 
Chief Justice Marshall gave currency to 
the phrase that “the power to tax in- 
volves the power to destroy.” This dic- 
tum was treated as though it were a con- 
stitutional mandate. The seductive 
cliché was fused with another as- 
sumption namely the doctrine that 
the immunities are correlative... . 

A succession or decisions thereby with- 
drew from the taxing power of the States 
and Nation a very considerable range of 
wealth without regard to the actual 
workings of our federalism. . . . 

The judicial history of this doctrine 
of immunity is a striking illustration of 
an occasional tendency to encrust unwar- 
ranted interpretations upon the Consti- 


tution and thereafter to consider merely 


6 Ibid., pp. 436-437 
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what has been judicially said about the 
Constitution, rather than to be primarily 
controlled by a fair conception of the 
Constitution. ... But the ultimate touch- 
stone of constitutionality is the Constitu- 
we have said 


tion itself and not what 


about it.? 

It might be added that the Court not 
only drifted into the habit of consider- 
ing only what it had said about the 
Constitution, rather than consulting the 
Constitution itself, but later justices 
misinterpreted what Chief Justice Mar- 
shall said and apparently forgot some of 
his important qualifications and limita- 
tions. 

It was necessary and inevitable that 
the tax involved in the McCulloch case 
should have been declared unconstitu- 
tional, but it was unfortunate that it 


and 


sweeping terms.® The Court could have 


was struck down in such broad 
confined itself more closely to the case 
at hand and decided that the tax was 
(1) 
clearly and obviously discriminatory; 
or (2) it was levied for a political pur- 


unconstitutional because: it was 


pose and directed against the United 
States. 
the tax in broad and resounding prin- 


Instead, the Court condemned 


ciples, which were severely qualified in 
the closing sentences of the decision. 
The qualifications were soon forgotten 
and over the next 80 years the broad 
principles were extended further and 
further until they produced an intoler- 
able situation. 


7 Graves v. O'Keefe, 306 U. S. 466 
489-491, 


(1939), pp. 


Sit is recognized that broader and more general 
principles were involved in this case; i.e, the doc- 
trine of implied powers and the question of the lati- 
tude which the federal government has in choosing 
will exercise its Constitu- 


the means by which it 


tional powers Again, it was unfortunate that these 
principles were brought to issue in a tax case of this 


kind. 
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During the time that Chief Justice 
Marshall remained on the bench, two 
cases involving the principle laid down 
in the McCulloch case came before the 
Court. United States 
Bank® the tax was one levied by the 
state of Ohio and very similar to the 
one levied by Maryland in the McCul- 
loch case; it was held to be unconsti- 
tutional. A little later the city of 
Charleston, South Carolina levied a tax 
on bonds, notes, and other intangibles 
including obligations of the United 
States. Specifically exempted were obli- 
gations of the state of South Carolina, 
stock in banks chartered by that state 
and stock of the United States Bank. 
The Court held that the tax was uncon- 


In Osborn vy. 


stitutional as applied to the obligations 
of the United States.'” Thus the 
Court, under Marshall, never barred a 
nondiscriminatory state tax upon fed- 
eral property, federal obligations, or 
federal activity. On the other hand, it 
never upheld such a tax because no case 
involving such a tax ever came before 
it. Was this because such taxes were 
not levied or because they were levied 
and paid as a matter of course without 
question? The exemption of Bank of 
the United States stock from the tax 
levied by Charleston would seem to in- 
dicate that Marshall’s qualifications in 
the McCulloch case were already being 
forgotten and that states'' were no 


longer extending their ordinary, non- 


discriminatory taxes to include certain 
federal instrumentalities because they 
did not think they had the power to do 
sO. 


99 Wheaton 738 (1824). 


10 Weston vy. City Council of Charleston, 2 Peters 
449 (1829). 


11 Throughout the remainder of — this 


paper 


“state”? and “states"’ will be used in a general 


sense to include both state and local governments. 
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In 1842, several years after Marshall 
had left the bench, the first nondis- 
criminatory state tax upon a federal in- 
strumentality ruled unconstitu- 
tional. A Pennsylvania tax upon offices 
of profit was held invalid when applied 
to the captain of a United States Rev- 
enue cutter.'* Twenty years later a 
New York tax on the capital of banks 
was held to be invalid insofar as it ap- 
plied to capital invested in United 
States bonds.'* In that case the Court 
expressly rejected the test of discrimina- 


was 


tion, holding that the question was im- 
material and invoked an argument very 
much like the one Marshall used in the 
McCulloch case. ‘ But is this Court a 
fit tribunal to sit in judgment upon the 
question whether the Legislature of a 
State has exercised its taxing power 
wisely or unwisely over objects of taxa- 
tion confessedly, as the argument as- 
sumes, within its discretion? ” | 

The income tax levied by the United 
States during the Civil War brought 
before the Court the logical corollary of 
the above cases—could the federal gov- 
ernment levy a tax upon state instru- 
mentalities or activities? The suprem- 
acy clause of the federal constitution 
was not involved and, as Marshall had 
pointed out earlier, states have a voice 
in such taxes through their representa- 
Further, no dis- 
crimination was involved. Neverthe- 
less, the Court held that the immunity 
rule was reciprocal and that a state of- 
ficer would not have to pay a federal 
income tax.'” 


tives in Congress. 


There was a strong dis- 
senting opinion. 

The next major case arose out of the 

12 Dobbins vy. The Commissioners of Erie County, 
16 Peters 435 (1842). 

13 Bank of Commerce v. Neu 
620 (1862). 

14 [bhid., pp. 630-631. 

15 Collector v. Day, 11 Wall. 113 (1870). 


York City, 2 Black 
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abortive income tax levied by the fed- 
eral government in 1894. In the his- 
toric case of Pollock v. Farmers’ Loan 
and Trust Co." the Court, for the only 
time in its history, squarely faced the 
question whether the federal govern- 
income tax on 


ment could collect an 
the interest paid on state and municipal 


bonds. It ruled in the negative. In the 
course of this decision the Court an- 
nounced the principle, which it fol- 
lowed for many years, that a tax on in- 
come is equivalent to a tax on the 
source of that income. 

Conceptually, the immunity doctrine 
attained its greatest scope with the Pol- 
lock case. At that time the Court had 
indicated that neither the federal gov- 
ernment nor the states might levy a dis- 
criminatory tax directly upon the ac- 
tivities of the other. Although no case 
had been decided based upon a nondis- 
criminatory tax on such activities, it 
seemed to be universally accepted, in 
the light of other cases, that such a tax 
allowed. Further, the 


would not be 


Court had decided that one level of 
government could not levy even a non- 
discriminatory tax upon individuals or 
private companies to the extent that it 
rested upon salaries or interest paid by, 
or claims against, governments on the 
other level. 

After the Pollock case the actual ap- 
plication of the doctrine was extended 
in numerous ways, especially as new 
types of taxes were levied. In some re- 
spects, perhaps, the conceptual scope of 
the doctrine was extended as new and 
complex situations were presented to 
the Court. 
the Court was beginning to curtail or 
limit the scope of the doctrine in other 
directions and before long the total 
scope of the doctrine began to narrow, 


At the same time, however, 


16157 U. S. 429; 158 U.S. 601 (1895). 





310 


Ii] THe Limtration ork CURTAILMENT 


OF THE DOCTRINE 


About the time that the tax immu- 
nity doctrine reached its greatest scope 
(around 1900), certain changes began 
to manifest themselves which ultimately 
made the doctrine untenable in its wid- 
est form. First, states were steadily in- 
creasing the number of their activities 
and employees. This meant more prop- 
erty, transactions, and people exempt to 


Second, all 


governments were levying more taxes 


some extent from taxation, 
and at higher rates. This increased the 
importance of exemptions, complicated 
the problem of tax administration, and 
emphasized the way in which tax im- 
munity curtailed tax revenues.''  Fi- 
nally, the economy was becoming more 
and more complex, creating relation- 
ships and situations in which tax immu- 
nity caused complications. In some 
cases the Court tried to trace the inci- 
dence of a tax through this maze of 
transactions. The industrial and finan- 
cial mechanisms were becoming so com- 
plex that a tax levied almost anywhere 
eventually put a burden on some gov- 
ernment which dealt with some part of 
those mechanisms. 

The immunity doctrine originated 
with a tax directly upon a govern- 
mental activity. The first major limi- 
tation or qualification of the doctrine 
started with the same kind of tax, but 
in this case it was a nondiscriminatory 


federal tax state.’* On 


upon a the 


other hand, the immunity enjoyed by 


17 On one occasion the Supreme Court stated “ In- 
deed, if all the States should concur in exercising 
their powers to the full extent, it would be almost 
impossible for the Nation to collect any revenues.” 
South Carolina vy. United States, 199 U. S. 437, p. 
455. 


IS See the South Carolina case, p. 311 below. 
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private citizens and companies because 
of their relationship to governments has 
shown greater resistance to change and 
has been modified more slowly. 

Over the past 50 years or more the 
general trend has been definitely and 
strongly in the direction of narrowing 
the scope of tax immunity, but it has 
not trend, 
There have been lapses and reverses and 


been an even or steady 
many of the greatest changes were 
bunched in the short period from 1934 
through 1939. 


Transfer Taxes on Property Passing to 
Governments 


In 1896 the Court held that the state 
of New York could collect an inherit- 
ance tax upon property bequeathed to 
the United States government 


since the tax is imposed upon the legacy 
before it reaches the hands of the govern- 
ment. The legacy becomes the property 
of the United States only after it has suf- 
fered a diminution to the amount of the 
tax, and it is only upon this condition 
that the legislature assents to a bequest of 
19 


A few years later it was held, as a corol- 
lary, that the United States could levy 
a sucession tax upon property passing 
to a local government.*’ Referring to 
earlier cases as well as this one, the 
Court stated that in neither case did the 
exercise of the taxing power conflict 
“... with the proposition that neither 
the federal nor a state government can 
tax the property of the other, as the 
taxes are not imposed upon the prop- 
erty itself but upon the right to suc- 
ceed thereto.” These were nondiscrimi- 
natory taxes, and it was entirely logical 


19 U.S. v. Perkins, 163 U.S. 625, p. 630 (1896). 


“0 Snyder v. Bethman, 190 U. S. 249 (1903). 
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that they should be upheld; but in the 
latter case the Court seemed to be try- 
ing to persuade itself, by resorting to a 
fiction, that they did not impose any 
burden on the receiving government. 
That was perhaps the earliest indication 
that the Court was beginning to change 


its thinking. 
Taxes on Governmental Activities 


A different situation was presented 
when the state of South Carolina estab- 
lished a state system of dispensaries for 
the exclusive sale of liquor and con- 
tested the power of the federal govern- 
ment to collect license taxes on the dis- 
pensaries. In upholding the application 
of the tax the Court indicated its con- 
cern for protecting federal revenues 
and developed the doctrine of “ propri- 
etary functions.” Private business could 
not be withdrawn from the federal tax- 
ing power merely because it was con- 
ducted by a state and “ the exemption 


of state agencies and instrumentalities 


from national taxation is limited to 
those which are of a strictly govern- 
mental character, and does not extend 
to those used by the State in carrying 

at 


on an ordinary private business.” *! 
Thus the Court developed another doc- 
trine to limit the original doctrine 
which was threatening to become dan- 
gerous because of its wide scope. 

Since 1905 the Court has applied the 
doctrine of proprietary functions to a 
number of different situations created 
In Ohio vy. Hel- 


vering * the doctrine was applied to 


by new and old taxes. 


another state liquor monopoly, created 
after the repeal of prohibition in 1933. 
In that the stated that 


case Court 


21 South Carolina v 
p. 438 (1905). 


United States, 199 U. S. 437, 


22292 U. S. 360 (1934). 
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“ when a state enters the market place 
seeking customers it divests itself of its 
quasi sovereignty pro fanto, and takes 
on the character of a trader, so far, at 
least, as the taxing power of the federal 
government is concerned.” In the same 
year the Court made a rather unusual 
application of the doctrine when it held 
that a trustee of the Boston Elevated 
Railway was subject to the federal in- 
come tax on his salary, paid by the 
state, because state operation of the 
railroad was not a usual governmental 
function.“” Shortly afterward, at a 
time when football was becoming “ Big 
Susiness ’’ at many universities, the 
Treasury Department raised the issue of 
applying the federal admissions tax to 
admissions to athletic contests at pub- 
licly supported educational institutions. 
There was no doubt that the tax applied 
to similar admissions at privately sup- 
ported institutions, but the public in- 
W hile 


the Court did not question the conten- 


stitutions claimed exemption. 


tion that promoting higher education 
was an essential state function, it did 
not regard the staging of public athletic 
that 
function and held that the federal tax 


contests as an essential part of 
could be collected.*' 

In 1946 a divided Court discussed the 
doctrine of proprietary functions at 
great length and seemed to regard it as 
too rigid, inflexible, and unrealistic in a 
world in which state and local govern- 
ments engage in a great variety of ac- 
tivities. The case involved the federal 


tax on the mineral waters of Saratoga 


Springs which were bottled and sold by 
the state of New York. 
opinion of the Court upheld the appli- 


The majority 


“3 Helvering v. Powers, 293 U.S. 214 (1934). 


“4 Allen v. Regents of the University System of 
Georgia, 304 U. S. 439 (1938), 
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cation of the tax. Some elements of 
the Court’s revised philosophy were: 


To rest the federal taxing power on 
what is “normally ” conducted by pri- 
vate enterprise in contradiction to the 
“usual” governmental functions is too 
shifting a basis for determining constitu- 
tional power and too entangled in ex- 
pediency to serve as a dependable legal 
criterion. 

But so long as Congress generally taps 
a source of revenue by whomsoever 
earned and not uniquely capable of being 
earned only by a State, the Constitution 
forbid it 


merely because its incidence falls also 


of the United States does not 


upon a State. 


The process of Constitutional adjudica- 
tion does not thrive on conjuring up hor- 
rible possibilities that never happen in the 
real world and devising doctrines sufh- 
ciently comprehensive in detail to cover 
the remotest contingency. . . . So we de- 
cide enough when we reject limitations 
upon the taxing power of Congress de- 
such untenable criteria as 


_rived from 


° ee ” 
against governmental 
State, or 


sanctioned activities of government, or 


“ proprietary ” 
activities of the historically 
activities conducted merely for profit, 
and find no restriction upon Congress to 
include the States in levying a tax en- 
acted equally from private persons upon 


the same subject matter.*° 


Five justices concurred in the result 
but expressed, at considerable length, 
their uneasiness over the implication 
that Congress might extend to states 
any nondiscriminatory tax which it 
might levy. They indicated that their 
opinion might have been different ex- 
cept for the established policy of the 
Court as expressed in a long line of de- 
cisions. Two justices dissented. 

25 New York v. United States, 326 U. S. 572, pp. 
$80, 582, 583, 584, 
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In the most recent case along this line 
the Court maintained its position by 
upholding the application of the federal 
tax to admissions to a municipal bath 
ing beach.*" 

Taxes on Government Property. Ap- 
parently states have not, in recent years, 
attempted to levy taxes on property 
owned directly by the federal govern- 
In 22 states there are constitu- 
tional or statutory provisions which 
exempt federal property from state tax- 
Those states could not tax fed- 
eral property without constitutional or 


ment. 


ation. 


statutory changes even if Congress con- 
sented. In the other 26 states constitu- 
tions and statutes are either silent or 
specifically provide for taxing such 
property when Congress expressly con- 
sents. In recent years there has been a 
trend toward the repealing of consti- 
tutional provisons and statutes exempt- 
ing federal property; between 1945 and 
1950, 17 states took such action.*' 
Federal taxation of individuals and 
private companies which claim immu- 
nity because of their relationship with 
some governmental unit presents a 
larger and more complicated problem. 
Such parties may claim immunity on 
(1) be- 
cause they own claims against the gov- 
ernment (2) 
they sell to or purchase from 


either one of three grounds: 
ii.e., bonds) ; because 
the gov- 
ernment; or (3) because they derive 
income from the government or some 
of its instrumentalities. The analysis 
which follows is organized on the basis 
of major taxes rather than on the basis 


of the reason for which immunity is 
claimed. 


26 Wilmette Park District v. Campbell, 338 U. S. 
411 (1949). i 


“7 Federation of Tax Administrators, Research Re- 
port No. 28 (January, 1950). 
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Death taxes. In the field of death 
taxes, the Court early held that the 
New York inheritance tax could be im- 
posed upon a bequest of United States 
bonds ** and some years later upheld the 
federal estate tax as applied to an estate 
In these 
cases the Court was applying what has 


including municipal bonds.” 


come to be known as “ the rule of sub- 
holding that the 
subject of the taxes was not the bonds 
but the act of transfer and that the 
value of the bonds was used only as the 


ject and measure,” 


measure of the tax liability. Although 
the Court has not always been consist- 
ent in its application of this rule, in 
general it has held that if the subject is 
one upon which the taxing body may 
constitutionally levy a tax, the measure 
need not meet that test. In the above 
cases the taxing governments could not, 
in any direct way, tax the bonds in- 
volved, but the Court approved the in- 
clusion of those bonds in the measure 
of the tax. 

The two cases cited above, coming 
relatively early in the history of estate 


and inheritance taxes, were important. 
If the Court had prohibited the inclu- 
sion of the bonds in the tax measure, it 


would have opened up a large avenue of 
tax avoidance which would have seri- 
ously reduced tax yields and made the 
It should be 
noted, too, that by these decisions the 
Court approved taxes which applied, 
even though indirectly, to the principal 
of the bonds. In some cases those taxes 
now amount to more than half of the 
market value of the bonds. In some 
later cases the Court disallowed taxes 
which would have imposed a very light 
burden on the interest from such bonds. 


taxes very inequitable. 


28 Plummer y. Coler, 178 U. S. 115 (1900). 


“9 Greiner v. Lewellyn, 253 U. S. 384 (1922). 
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Taxes on the shares of bank and 
In the field of prop- 
erty taxation, the question of tax im- 
munity is usually raised by a taxpayer 
who claims that the tax rests, directly 
or indirectly, upon some tax-exempt as- 
set. In Home Savings Bank vy. Des 
Moines a divided Court held invalid 
a tax on the shares of state banks be- 
cause it did not permit the deduction of 
the value of United States securities 
held by the banks. Some years later 
this principle was applied even more 
. Ee 
sentially the same issue was at stake in 
Schuylkill Trust Co. v. Pennsylvania ™ 


trust companies. 


rigorously in Missouri v. Gehner.* 


and the Court ruled the tax invalid. 
The decision was different after a state 
court had construed the law in a way 
the United 
States securities.” 

The doctrine of tax immunity has 
had far-reaching effects on the applica- 


to permit deduction of 


tion of property taxes to shares of stock 
When the 
national banks were authorized in 1863, 
states were permitted to tax their shares 
as intangible property but not at higher 
rates than applied to “ other moneyed 
capital.” 


in banking corporations. 


After many years it became 
apparent that the general property tax 
could not be successfully applied to in- 
tangibles generally, and many states 
adopted classified property taxes which 
imposed much lower rates on intangi- 
bles. But because of the peculiar or- 
ganization of banking in this country 
the general property tax could be ap- 
plied successfuly to bank shares. States 
were reluctant to give up the revenue 


40205 U. S. 503 (1907). 


31281 U. S. 313 (1930). 


? 


32296 U. S. 113 (1935). 


33 Schuylkill Trust Co. v. Pennsylvania, 302 U. S. 
§06 (1938). 
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from taxes on bank stocks, so many of 
them refused to accord to bank shares 
the low rates applied to other intangi- 
bles. 
set by the Court’s decision in Mer- 
Richmond ** 


“other moneyed 


But these arrangements were up- 


chant’s National Bank vy. 
in which it held that 
capital” included many private invest- 
that 
could not be taxed more heavily than 


ments. This meant bank shares 
other intangibles. 

It is apparent from these cases that in 
the field of property taxes the doctrine 
of tax immunity has not been appreci- 
ably weakened or narrowed in scope. 

Franchise taxes. In the taxation of 
corporate franchises the Court has made 
extensive use of its rule of subject and 
measure to allow Congress and_ state 
legislatures much more freedom in levy- 
ing taxes than would otherwise have 
been permitted. That freedom includes 
the right to levy a thinly disguised tax 
on the interest from tax-exempt bonds. 
In Flint vy. Stone Co.* the 


Court, before the Sixteenth 


Tracy 
even 
Amendment had been adopted, upheld 
a federal franchise tax on corporations 
measured by net income, which income 
interest from 


included the exempt 


bonds. For all practical purposes that 
tax was the Same as a corporate income 
tax, 


cases the Court permitted the taxation 


Thus in this and in several later 


of interest from exempt bonds when 
the taxes were levied in a particular 
form. This was contrary to the Court's 
basic philosophy; its decisions have re- 
peatedly stated that in matters of taxa- 
tion it is necessary to look at the sub- 
stance rather than the form of the tax. 


34256 U.S. 635 (1921). 


35 220 U. S. 107 (1911). 
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Some vears later, however, the Court 


refused to approve an “ annual license 


fee” levied by Wisconsin on insurance 
companies and measured by gross in- 
come without any provision for deduct- 
ing the interest received on govern- 
The Court held that this 
was not a franchise tax but an income 
Shortly afterward, when the 


ment bonds. 


tax.” 
question was presented quite bluntly, 
the Court wavered in its position re- 
garding franchise taxes measured by net 
income. Massachusetts had levied such 
a tax, originally providing for the de- 
duction of interest from federal bonds. 
In 1923 the act was amended to elimi- 
The Court held 


that the amendment indicated a desire 


nate the deduction. 


to tax the exempt interest and was thus 
invalid.” Only three years later, how- 
ever, this position was reversed and the 
Court disavowed any intention of judg- 
ing the validity of a tax by the motives 
of the legislature which levied it.“* In 
the meantime the Court had returned 
to its earlier position by upholding a 
New York franchise tax measured by 
net income, including the royalties 
from copyrights.” 

By these decisions the Court has 
opened up, and keeps open, a large 
loophole in its original doctrine of tax 
immunity. It would seem that either 
Congress or a state legislature may tax 


the income from exempt bonds in the 


36 Northwestern Insurance Co. vy. 
U. S. 136 (1927). 


37 Macallen vy, 


(1929). 


Wisconsin, 275 
Massachusetts, 279 U. 
8S Pac iftc Vv. Johnson, 285 U. S. 480 (1932). 


39 Educational Film Corp. v. Ward, 282 U. §. 379 
(1931). 
from state taxation in an earlier decision—-Long v. 
Rockwood, 277 U. S. 142 (1928). 


Such royalties had been held to be exempt 
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hands of corporations if they call the 
tax a franchise tax rather than an in- 
come tax. Whether individuals could 
be taxed under the same arrangement is 
a moot question. 

Sales and taxes. The 
spread of motor fuel taxes after 1919 
and of general sales and use taxes after 


rapid 


use 


1932 created problems in the applica- 
tion of the immunity principle, as did 
federal excise taxes upon certain com- 
modities. At first the Court applied 
the principle without exception and 
ruled, in effect, that if one government 
were not subject to taxation by another 
government, it would not have to pay 
sales or excise taxes levied by the other 
government even when they were origi- 
nally paid by a private taxpayer. In at 
least four major cases between 1928 and 
1936 this position was firmly estab- 
lished.” 
with the gasoline tax, the Court held 
that: 


In the first of these, dealing 


To use the number of gallons sold the 
United States as a measure of the privi- 
lege tax is in substance and legal effect 
to tax the sale And that is to tax the 
United 
transactions and apply the same to the 


States—to exact tribute on its 


support of the State.*!. 


Then came 1937 and a considerable 
shift in the composition of the Court 
and in the views of its members. In 
that year the Court upheld a West Vir- 
ginia sales tax upon the gross receipts 
of an independent contractor working 
for the United States, ruling that the 


40 Panhandle Oil Co. v. 3 
(1928); Graysburg Oil Co. v. Texas, 278 U. S. 582 
(1929); Indian Motorcycle Co. v. U. §., 283 U. S. 
$70 (1931); Graves v. Texas Co., 298 U. S. 393 
(1936). 


41 Panhandle Oil Co. v. 


7 
eee. 


Knox, 277 U. S. 218 


Knox, 277 U. S. 218, p. 
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contractor was not an instrumentality 
Specifically, the 
tax so far as 


of the government.” 
opinion states that the “... 


it is laid upon the gross receipts of the 


respondent . . . does not interfere in any 
substantial way with the performance 
of federal functions and is a valid ex- 
action.” *® The Court said that this tax 
was essentially the same as a property 
tax on the property of the contractor in 
that both increased the cost of the work 
and reduced the contractor’s profits, 
Finally, it pointed that it was at least 
possible that the government did not 
bear the burden since the contractor, in 
order to get the contract, might absorb 
the tax. 
In 1941 


farther and adopted a more realistic 


the Court went somewhat 


position. It upheld an Alabama sales 
tax as applied to the purchase of ma- 
terials by a contractor working on a 
cost-plus contract for the United States 
government. In this case it was clear 
that the burden of the tax was passed 
on, but the Court held that the fact 
that 
was passed on to the United States did 


not make it a tax on the United States. 


the economic burden of the tax 


In the course of this decision it ex- 
pressly overruled the decision in Graves 
v. Texas Co." 

In these cases the Court first adopted 
a firm and definite position and then, 
within a period of less than 15 years, 
gradually shifted its ground until it fi- 
nally arrived at the opposite extreme. 
There is, however, one important quali- 
fication that should be noted in this 


connection. The Court still recognizes 


42 James v. Dravo Contracting Co., 302 U. S. 134 


(1937). 
43 Ibid., p. 161. 


44 Alabama v. 
(1941). 


King and Boozer, 314 U. S. 1 
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the power of Congress to grant immu- 
nity from state taxes to any federal 
agency or activity and where the im- 
munity is granted the Court will not al- 
low such taxes to be collected.*” 
Income taxes—income from public 
lands. A surprising application of the 
immunity doctrine was made with re- 
spect to the income derived from the 
Much land is still 
owned by the federal government and 


lease of public lands. 


by many of the states. Often parts of 
these lands are leased to private com- 
panies for various purposes, including 
the exploration and development of oil 
The first 
case involved the net income derived by 


and other mineral deposits. 


an individual from the sale of oil and 
gas produced under a lease of Creek and 
Osage Indian lands, which lands the 


45 Pittman vy. Home Owners’ Loan Corp., 308 
o. 3.23 Federal Land Bank vy. 
Co., 314 U.S. 95 (1941); Carson v. Roane 
son, 342 U. S. 232 (1952). 

The Roane-Ander 


of a state sales tax on sales to a contractor working 


Bismarck 


Ander- 


(3939) 5 


on case involved the application 


for the Atomic Energy Commission. The Court up- 
held the tax on the ground that the Atomic Energy 
Shortly afterward the Na 


Association of Tax Administratives, represent 


Act granted immunity. 
tional 
ing the tax and revenue departments of the several 
states, asked Congress to revise the pertinent section 
of the Act, claiming that the Court’s decision re- 
versed the established policy of the federal govern 
In April, 1952 Sen 
make 


change, but apparently it was not acted upon. 


ment on matters of this kind. 
such a 
(State 


ator Knowland introduced a bill to 


Taxation of Atomic Energy Commission Contracts, 
Hearings before the Joint Committee on Atomic En 
ergy, 82nd Congress, 2nd Session, April 24, 1952.) 

Indicating the magnitude ot the pre blem, a repre 
sentative of the state of Tennessee stated that within 
four months after the Court’s decision Tennessee had 
received claim for tax refunds, growing out of the 
case, which amounted to almost $3 million. A rep 
resentative of the state of Washington estimated that 
if a similar exemption were granted to contractors 
working for the Armed Forces, his state would lose 
about $2 million per year in sales and use taxes, an 
amount equal to almost 10 per cent of sales tax col- 
lections and 2 per cent of total revenues. 


(lbid., pp. 31, 32.) 
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Court held to be, in effect, an instru- 
mentality of the United States. The 
Court held that the state of Oklahoma 
could not tax such net income.*® Ten 
years later a case arose concerning net 
income from the lease of state-owned 
lands, granted originally by the United 
States for the common 
schools. Under the lease, the state re- 
ceived a part of the gross production, 
Here the Court held that the lands were 
a state instrumentality and that the 


support of 


federal income tax did not apply to the 
net income realized by a private com- 
pany from its operations under the 
lease.** Six years later these cases were 
expressly overruled, and the Court held 
that the federal income tax did apply 
to the net income realized by a private 
company from its operations under a 
lease of state-owned lands.** 

In these cases the Court again re- 
versed its position and in so doing re- 


duced the scope of the immunity doc- 


trine, 

Income taxes—consultants’ fees and 
capital gains. In 1926 the Court had 
to decide whether the federal income 
tax applied to the income derived by a 
firm of consultants from contracts with 
states and municipalities. The Court 
ruled that the consultants were not of- 
ficers or employees of states or subdivi- 
sions within the meaning of the War 
Revenue Act of 1917, which exempted 
such officers and employees, and that 
therefore their fees were taxable." 

46 Gillespie v. 


(1922). 


State of Oklahoma, 257 U. S. 501 


417 Burnet v. Coronado Oil and Gas Co., 285 U. S. 
393 (1932). 

18 Helvering v. 
U. S. 376 (1938). 


Mountain Producers’ Corp., 303 


19 Metcalf and Eddy v. Mitchell, 269 U. S. 514 
(1926). 
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A few years later the question arose 
as to the taxability of capital gains real- 
ized on the sale of exempt bonds. It 
was held that with respect to bonds, 
only the principal and interest were ex- 
empt and a sale of bonds between two 
private owners was a transaction dis- 
tinct from the governmental contract 
in the bonds. 
ized in such sales would lay no direct 


A tax on the gains real- 


burden upon a government instrumen- 
tality and would exert only a remote, if 
any, effect upon the exercise of the 


functions of government. Therefore 


the tax was sustained.” 

Income taxes—salaries of govern- 
ment employees. The (federal) Rev- 
enue Acts of 1913, 1916, and 1917 spe- 
cifically exempted the salaries of state 
and local government employees from 
the federal income tax. This exemp- 
tion was omitted from the 1918 and all 
subsequent acts.°' In 1919 the Attor- 


ney General of the United States ruled 


that such salaries were exempt, since 


ee 


... there can not be any doubt that 
such wages and salaries are beyond the 
taxing power of Congress... .”°* The 
substance of this opinion was thereafter 
incorporated into Treasury Regulations 
which specified that state officers and 
employees were exempted from the in- 
come tax on their compensation for 
“. . . services rendered in connection 
with the exercise of an essential govern- 
mental function.” 

Several years later the Bureau of In- 
ternal Revenue assessed an income tax 
upon the salary of an official of the 


“ Willcuts v. Bunn, 282 U.S. 216 (1931) 


51 Hearings before the Special Committee on Taxa- 
tion of Governmental Securities and Salaries, U. S. 
76th 1939 
(Cited hereafter as 1939 Hearings), pp. 57-58. 


Senate, Congress, Ist Session, January, 


5231 Op. Atty. Gen. 441. 
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water system of the city of New York. 
When the case came before the Court, 
it ruled that the function of providing 
water was an essential governmental 
that the 
barred from collecting the tax by the 


function and Bureau was 
Treasury Regulation, which was still in 
effect."" On January 7, 1938 the 
Treasury Regulation was changed to 
read: “ Compensation received for serv- 
ices rendered to a State is to be included 
in gross income unless the person re- 
ceives such compensation from the State 
as an officer or employee thereof and 
such compensation is immune from tax- 
ation under the Constitution of the 
United States.” *' 

Under the changed Regulation the 
Court considered another case, this one 
involving the application of the federal 
income tax to the salary of an employee 
of the Port of New York Authority. 
Mr. Justice Stone, speaking for the 
Court, gave a long review of the devel- 
opment of the doctrine of tax immunity, 
pointing out various ways in which the 
Court had restricted, or refused to ex- 
tend, the doctrine. Repeatedly he em- 
phasized the necessity of a strict con- 
struction of the doctrine in order to 
protect the revenue-raising powers of 
both state federal governments. 
After a lengthy analysis of the ques- 
tions at issue in this particular case, he 
concluded: 


and 


. the present tax neither precludes nor 
threatens unreasonably to obstruct any 
function essential to the continued exist- 
So much 
of the burden of the tax laid upon the 
respondent’s income as may reach the 


ence of the state government. 


State is but a necessary incident to the 


53 Brush v. Commissioner, 300 U. §. 352 (1937). 


54 Helvering vy. Gerhardt, 304 U. S. 405, p. 423 
1938). 
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co-existence within the same organized 
government of the two taxing sovereigns, 
and hence is a burden which the Consti- 
tution presupposes. The immunity, if 
allowed, would impose to an inadmissible 
extent a restriction upon the taxing 
power which the Constitution has granted 


to the federal government.” 


Within a short time this case was fol- 
lowed by its logical corollary—a test of 
the right of a state to tax the salaries of 
federal employees. In_ this the 
state of New York attempted to levy 


case 


an income tax on the salary of an em- 
ployee of the Home Owner Loan Cor- 
Again Mr. Justice Stone de- 
livered the opinion of the Court. He 


poration, 


relied heavily on his opinion in the Ger- 
hardt case and went through much the 
same kind of analysis. In the process 
he expressly overruled the Court’s rul- 
ing in Collector vy. Day. In the end he 
sustained the application of the New 
York tax.” 

By these two decisions the Court 
took the greatest strides yet toward a 
drastic revision of the immunity doc- 
trine—if not its repeal. For a time it 
seemed that the movement might gain 
momentum and that the doctrine might 
be modified to the extent that it would 
prohibit only discriminatory taxation 
of one government by another. Presi- 
dent Roosevelt and the Treasury De- 
partment had long been urging that all 
interest on public bonds and all public 


salaries 


should be made taxable. In 
January, 1939 there were lengthy Con- 
gressional hearings on this proposition. 
An overwhelming majority of the dis- 
cussion in those hearings was concerned 
with the taxing of interest. The pro- 


ponents argued mainly that: (1) the 


55 Ihid., p. 424. 


56 Graves v. O'Keefe, 306 U.S. 466 (1939). 
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change was needed to make the income 
tax equitable; (2) the whole doctrine 
of tax immunity had developed largely 
as a result of misunderstanding; and 
(3) the Supreme Court had given defi- 
nite indications that it was favorably 
inclined toward the change. The op- 
ponents, disregarding the recent cases, 
rested their case primarily on the con- 
tention that the change would be uncon- 
stitutional, 
cipal argument was that the change 
would greatly increase the burden of 
property taxes. The fight was almost 
entirely on the interest question, and 
little attention was given to the taxa- 


Economically, their prin- 


tion of salaries. There was the rather 
illogical spectacle of groups of public 
employees, including the New Jersey 
State Patrolmen’s Benevolent Associa- 
tion, submitting petitions with long 
lists of signatures protesting the pro- 
posed tax on interest, but some of them 
saying not one word about the taxation 
of salaries.” 

The fight against taxing interest was 
successful, and the legislation which 
Congress enacted, “ The Public Salary 
Tax Act of 1939,” °° dealt exclusively 
with salaries. Gross income under the 
federal income tax was defined to in- 
clude the salaries of state and local gov- 
The 
United States granted permission to the 


ernment officials and employees. 


states to tax the compensation of fed- 
eral officials or employees after Decem- 
ber 31, 1938. A major part of the Act 


was taken up with provisions designed 


to prevent the taxation of salaries re- 
ceived before January 1, 1939. 

In view of the long controversial his- 
tory of this question it would not have 


57 1939 Hearings, pp. 286-330. 


58 Pub. Law 32, 76th Congress, Ist Session, 53 


Stat. §74, approved April 12, 1939 
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been surprising if the Act had been chal- 
lenged immediately in the courts. It is 
perhaps indicative of the extent to 
which the changed position of the 
Court was generally accepted that it 
was almost ten years before a case in- 
volving the Act reached the Supreme 
Court. Finally a justice of the Illinois 
Supreme Court contested the applica- 
tion of the federal income tax to his 
salary. The Circuit Court of Appeals 
held that “if Collector v. Day 
still controlling, the plaintiff would be 
entitled to recover,” but the O'Keefe 


were 


case had “ clearly terminated the im- 
munity doctrine ”’ so far as it applied to 
salaries of state employees. The Circuit 
Court further held that the Act was not 
discriminatory as applied to the justice, 
and upheld the Act.°® That apparently 
was the death knell of the immunity 
doctrine insofar as it applied to  sal- 
aries. 

interest on 


Income tax- 


ment bonds. 


govern- 
The constitutional ques- 
tion as to whether the federal govern- 
tax the state 


vice versa been 


ment may interest on 


bonds or has not 
squarely before the Court since the Pol- 
lock case in 1894, long before the Six- 
The 


reason is that ever since the present in- 


teenth Amendment was adopted. 


come tax was first levied in 1913, fed- 
eral law has specifically exempted the 
Section 22 
Internal 
“the obli- 
gations of a State, Territory, or any po- 


interest on state bonds. 
(b)4 (A) of the 


Code exempts interest on 


Revenue 


” 


litical subdivision thereof. ... Faced 
with this statutory provision, the Bu- 
reau of Internal Revenue has not been 


able to bring before the Court a chal- 


lenge on the constitutional issue, espe- 


Dallman, 171 F. 2d 36 
Certiorari denied, 336 U. S. 937 (1949). 


59 Gunn v. (1948) 
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cially since the Court recognizes a wide 
latitude on the part of legislatures in 
granting tax exemptions.” 
Two cases"! have arisen which in- 
volved primarily the construction of 
the statute. If the contentions of the 
Bureau of Internal Revenue had pre- 
vailed, the Court would then have been 
faced with the constitutional issue, but 
that did not happen. The Bureau at- 
tempted to tax the interest on revenue 
bonds issued by the Port of New York 
Authority and the Triborough Bridge 
Authority. Two principal issues were 
raised. The first was that these bodies 
were not political subdivisions because, 
among other reasons, they did not have 
the taxing power or the power to pledge 
the credit of any state. The Circuit 
Court, however, held that the interest 
in question was covered by the exemp- 
tion in the statute. 

On this particular point the Treas- 
ury’s case may have been weakened by 
its own regulation which interpreted 
the exemption to cover “. . . obligations 
issued by or on behalf of the State or 
ferritory or a duly organized political 
subdivision acting by constituted au- 
thorities to issue such obligations,” °* 
The Circuit Court apparently relied 
heavily on this regulation, stating: 


We think that this regulation covered 
bonds of such a public body as the Author- 


oO r ‘ } 
rhis prevents action by federal government, 
| e by at- 


presum ! tat ( aise he issu 
1 federal bond I his 


’ 
States do not want 
changed If 


ral bonds, 


A state 


cx mption 


ot interest 


Shamberg’s Estate, 144 F. 2d 
198 (1944); Commissioner v. White’s Estate, 144 F. 
1944). Certiorari denied in both cases, 
729 (1945). 


51 Commissioner vy 
2d 1019 
23 t24..3 


®2 Quoted at 144 F. 2d, p. 1005. 





320 


ity, and was within the scope of the stat- 
When it gave immunity to bonds 
““on behalf of ” the state... . 
these words (must) refer to . 
bonds issued by a state agency to carry 
out a public purpose... .° 


ute. 
issued 


At the conclusion of White’s case the 
Court stated: “ We see no reason to dis- 
cuss the question whether there is any 
constitutional prohibition against the 
.. solely upon 
In the course of 
these decisions the Circuit Court noted 
that the bonds involved were revenue 
bonds. It held that this fact did not 
materially affect the issue, although it 
gave no more than passing attention to 
the point. 


tax and rest our opinion . 


the exemption.” ” 


The second issue raised in these two 
cases involved the application of the 
principle of the South Carolina case, 
that is, whether these bodies were exer- 
cising a proprietary or an essential gov- 
ernmental function. The Circuit Court 
ruled that the main function of the 
agencies, which was the aiding of trans- 
portation by providing roads, tunnels, 
bridges, etc., was a traditional and es- 
sential function of state governments.” 
Since the Circuit Court held that these 
agencies met the test of a political sub- 
division and were performing essential 
governmental functions, it could only 
conclude that interest on their bonds 
was exempt under the statute and regu- 
lations. Judge Frank dissented in both 
cases, 

In summary, it may be said that over 
this period of about a half century, the 
doctrine of tax immunity remained 
largely unchanged with respect to prop- 
erty taxes and to income taxes on the 

83 Tbid., p. 1006. 


64 [hid., p. 1021. 


65 [bid., p. 1005. 
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interest from government bonds. On 
the other hand, the Court drastically 
reduced the application of the doctrine 
with respect to: franchise taxes; sales, 
use, and excise taxes; and income taxes 
as applied to the income derived from 
the lease of public lands, consultants’ 
fees, and capital gains on the sale of 
government bonds. For all practical 
purposes, the doctrine was repealed in- 
sofar as it applied to income taxes on 


the salaries of government employees. 


IV REASONS FOR THE LIMITATION OF 
THE DOcTRINE 

In the preceding section we have seen 
that the Court has substantially modi- 
fied the doctrine of tax immunity by 
reducing its scope in several respects. 
Let us now look at the Court’s logic— 
the reasons which it gave for this sig- 
nificant change. Generally, it may be 
said that one common thread which 
runs through nearly all the decisions is 
the Court’s willingness to modify its 
position as economic developments gave 
positive evidence of the need for a 
change—and there were many such de- 
velopments. With respect to this par- 
ticular doctrine, Mr. Justice Brandeis 
said in one of his many prophetic dis- 
senting opinions: 


The Court bows to the lessons of ex- 
perience and the force of better reason- 
ing, recognizing that the process of trial 
and error, so fruitful in the physical sci- 
ences, is appropriate also in the judicial 


function.' 


To Protect Sources of Revenue 

The reason most frequently advanced 
by the Court for limiting the extension 
of, or actually reducing, the scope of 


66 Burnet v. Coronado Oil and Gas Co., 285 U. S., 
p. 407, 408. 
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the doctrine is the necessity for protect- 
ing the revenue sources of both the fed- 
eral government and the states. 
form or another this appeared in a great 
majority of the decisions. It was a 
major consideration in the South Caro- 
lina case." In Willcuts y. Bunn the 
Court stated that: 


In one 


The limitation of this principle to its 
appropriate application is also important 
to the successful working of our govern- 
mental system. 
less essential than the power to borrow 


The power to tax is no 


money, and, in preserving the latter, it is 
not necessary to cripple the former. . . .°* 
In Helvering v. Gerhardt it said: 


. any allowance of a tax immunity for 
the protection of state sovereignty is at 
the expense of the soverign power of the 
nation to tax. Enlargement of the one 
involves diminution of the other. 

{The unlimited extension of tax immu- 
nity} would become a ready means for 
striking down the taxing power of the 


. “¢ 
nation.®” 


In these decisions the Court was 
merely returning to the point which 
Marshall had made in the McCulloch 
case when he contended that his deci- 
sion would not “. . . deprive the States 
of any resources which they originally 
” 79 In the meantime, how- 
ever, the Court had strayed far from 
this position with the results which we 


have seen. 


possessed. 


In its recent decisions the 
Court, although it did not use these 
words, was recognizing that in the 


67 See fn. 21 above. 


68 282 U 


+ Sop Pe 225. 


69304 U. §., pp. 416, 417. Cf. 
O'Keefe, 306 U. S., p. 483. 


Graves v. 


70 See fn. 3 above. 
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economy of today “ The power to ex- 
empt involves the power to destroy.” 
When the federal government moves 
into a community and takes over a 
large part of a county—or of several 
counties—for a resettlement project or 
a defense establishment and takes large 
amounts of property off the tax rolls, it 
may wreck the finances of local gov- 
ernments and even affect state 
the tax immunity 
doctrine has not been relaxed in regard 


rev- 
enues.‘' Because 
to property taxes, this problem remains 
acute in some localities. 


To Limit Protection to Essential 
Functions 


Logically, the central purpose of the 
tax immunity doctrine is to protect the 
essential functions of both federal and 
state governments against impairment 
by taxation of the other. That is the 
justification for protecting the general 
revenues of each, for without adequate 
general revenues the essential functions 
could not be exercised. As all govern- 
ments assumed more and more func- 
tions, the scope of the doctrine would 
automatically be extended unless some 
way could be found to distinguish es- 
sential from nonessential functions. In 
an effort to find some sound basis for 
such a distinction the Court enunciated 
its doctrine of “ proprietary functions ” 
in the South Carolina case. 

The Court has continued to hold this 


doctrine and to apply it in appropriate 
cases, as noted above, in the series of 
cases running from the South Carolina 
case in 1907 to the New York case in 


“1 See the cases cited in Payment in Lieu of Tax, 


Hearings before the Committee on Public Lands, 


House of Representatives, 81st Congress, Ist Session, 
April 12, 1949. 
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In the latter case, however, the 
greatly divided. Three 
The two ma- 


1945. 
Court was 
opinions were rendered. 
jority opinions indicated that the six 
concurring justices adhered to the doc- 
trine of proprietary functions with con- 


siderable reluctance. Because of a long 


line of precedents and because the con- 


ditions of this case neatly met the re- 
quirements of that doctrine, they were 
not willing to overrule earlier decisions, 
but they indicated that they were not 
at all satisfied that it is realistic or prac- 
tical to distinguish between proprietary 
and essential functions in the world of 
today. 

Justices Douglas and Black, in a dis- 
sharply questioned 


senting opinion, 


whether the doctrine has any significant 
meaning today.’” In view of the sharp 
divisions within the Court expressed in 
this case and the general dissatisfaction 
with the doctrine, it may be doubted 
whether the Court will, in the future, 
be aggressive in using it to bring about 
further narrowing or limitation of tax 
immunity. 


To Prevent Only Improper Burdens 


At its height the doctrine of tax im- 
munity “... assumed that the economic 
burden of a tax on any interest derived 
from a government imposes a burden 
on that government so as to involve an 
interference by the taxing government 
with the functioning of the other gov- 


ernment.” That was essentially the 


position of the Court, for example, in 


72326 U. S., pp Earlier in the Ger- 
hardt case, Mr. 


“essential governmental functions” vary 


$91-S598. 
Justice Black had stated that con- 
ceptions of 
with individual philosophies and that “ There is not, 
and there cannot be, any unchanging line of demar- 
essential and nonessential 


304 UL S., 


cation between govern- 


mental functions,” pp. 426, 427. 


73 New York v. United States, 326 U. S., p. 576. 


[Vor. VI 


the Pollock case. As the Court at- 
tempted to limit the extension of tax 
immunity, it had constantly to shift its 
position on this point. The first shift 
came when the Court held that a tax 
would not be ruled invalid if the bur- 
den which it imposed upon a govern- 
ment was uncertain, indirect, and re- 
mote."' These cases, coming between 
1926 and 1937, did not involve any 
taxes directly upon governments or any 
which were clearly passed on to gov- 
ernments. 

In the next stage the Court held that 
taxes might be allowed if their burden 
did not constitute a “ direct and sub- 
stantial interference ” 
sary functions of government.’* In 
the Dravo case it was the opinion of 
the Court that even if the state tax 
“... may increase the cost of service to 
the Government, that fact would not 
invalidate the tax... .” In the Ger- 
hardt case the tax 


with the neces- 


. could by no reasonable probability be 
considered to preclude the performance 
New York and 


New Jersey have undertaken, or to ob- 


of the function which 
struct it more than like private enter- 
prises are obstructed by our taxing sys- 
tem... . The mere fact that the eco- 
nomic burden may be passed on to a state 


infringes no constitu- 


76 


government 
tional immunity. 


The next stage in the Court’s think- 
ing about burden was foreshadowed in 
the Gerhardt case 
when it mentioned the “ burden which 
In the 
O’Keefe case, the Court said that the 


tne conclusion of 


the Constitution presupposes.” 


74 Metcalf and Eddy vy. Mitchell; Willcuts v. 


Bunn; Helvering vy. Powers; Brush v. Commissioner. 
75 James v. Dravo Contracting Co.; Helvering v. 
Mountain Producers’ Corp.; Helvering v. Gerhardt. 


76 304 U. S., pp. 420, 421, 422. 
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tax in question did not impose any 
‘prohibited burden 
stitutional burden.” ™ 


” 


or any “ uncon- 
Here the em- 
phasis was less on interference and more 
upon the fact that the tax was not dis- 
The 


seem to imply that the Court was as- 


criminatory. terms used would 
suming that the tax did impose some 
burden which might or might not cause 
interference but that its constitutional- 
ity would depend upon how it meas- 
indefinite standard 
which the Court had in mind. 

In the latest stage of its thinking the 
Court merely held that a state sales tax 
which is passed on to the United States 
is not invalid; the fact that the eco- 
nomic burden of the tax is passed on to 
the United States does not make it a tax 
on the United States or its instrumen- 
tality. 


ured up on some 


There the issue seemed to be 
whether the tax was directly upon the 
United States, and not whether the bur- 
den was shifted to the United States, 
which apparentiy was accepted by all 
parties.”® 

In this process of developing its doc- 
trine about tax burden, the Court re- 
versed its position on one point which 
In the Pol- 
lock case it had held that a tax on in- 


had caused much trouble. 


come was equivalent to a tax on the 
In the O'Keefe 
case it stated that “ The theory, which 
once won a qualified approval, that a 


source of that income. 


77 306 U. S., pr 

78 The Court said: " Congr has declin d to pass 
legi lation immunizing or State taxation contrac 
tors under ‘ cost-plus’ contracts for the construction 
* and cited attempts to 
do that which had failed It added, ‘ Consequently 


of government il pro 


the participants . enjoy only such tax immu 

the Constitution itself...” Ala 
King and Boozer, 314 U. S. 1, p. 8 A 
314 U. S. 14, pre 


sented the same issue with respect to the state use 


as is afforded by 
bama Vv. 


companion case, Curry v. U. S., 


tax. 
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tax on income is legally or economically 
a tax on its source, is no longer ten- 
able.” 7° This has far-reaching impli- 
cations for the taxation of interest on 
government bonds. 


To Prevent Private Gain from Public 
Exemptions 


Another major reason for the Court’s 
actions in limiting the scope of tax im- 
munity was to prevent private individ- 
uals or groups from profiting from that 
immunity in cases where there was 
little, if any, advantage to the govern- 
ments involved. This is basic because 
it is the desire for private profit which 
has provided much of the impetus for 
maintaining and enlarging the scope of 
tax immunities. This attitude of the 
Court was evident in the Metcalf and 
Eddy case and was much more promi- 
nent in the Mountain Producers’ Corp., 
the Gerhardt, and the O'Keefe cases. 
In the Mountain Producers’ Corp. case 
the Court moved to correct a flagrant 
inequality which permitted lessees of 
public land to escape income taxes on 
the income derived under the lease. In 
retrospect, it is difficult to understand 
W hy the Court ever agreed to such an 
interpretation in the first instance, es- 
pecially in view of its statement in the 
Gerhardt case that, historically 


the immunity has been still more nar- 
rowly restricted in those cases where some 
part of the burden of a tax collected not 


from a state treasury but from individual 


taxpayers, is said to be passed on to the 


o 
State. 


In the same decision the Court said: 


When enlargement |of tax immunity | 


proceeds beyond the necessity of protec- 
79 306 U. S., p. 480. 


“304 U.S. p. 418. 
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ting the state, the burden of the immu- 
nity is thrown upon the national govern- 
ment with benefit only to a privileged 
class of taxpayers.”! 

In a concurring opinion in this case 


Mr. Justice Black said: 


Surely the Constitution contains no 
imperative mandate that public employees 
—or others—drawing equal salaries (in- 
come) should be divided into taxpaying 
and non-taxpaying groups. .. . Uniform 
taxation upon those equally able to bear 
their fair shares of the burdens of gov- 
ernment is the objective of every just 
government. The language of the Six- 
teenth Amendment . is broad enough 


to accomplish this purpose.*” 
In the O’Keefe case it was noted that 


. . » Where that immunity is invoked by 
the private citizen it tends to operate for 
his benefit at the expense of the taxing 
government and without corresponding 
benefit to the government in whose name 
the immunity is claimed. . .. the purpose 
of the immunity was not to confer bene- 
fits on the employees by relieving them 
from contributing their share of the fi- 
nancial support of the other government, 
whose benefits they enjoy... . 

the claimed immunity would do no 
more than relieve the taxpayers from the 
duty of financial support to the national 
secure to the 


government in order to 


83 


state a theoretical advantage. . . .' 


To Limit Immunity to the Prevention 
of Discrimination 

As the Court abandoned, one after 
another, various tests which it had pre- 
viously applied to determine the consti- 

81 [hid., p- 416. 

82 Ibid., p. 427. 


83.306 U. S., pp. 483, 485. 
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tutionality of a tax, it was driven to 
find some new criterion to use. More 
and more it turned to the test of dis- 
crimination. In most of the cases de- 
cided on this point after 1930 the 
Court took notice, directly or indi- 
rectly, of the fact that the tax in ques- 
tion was not discriminatory.™' In the 
O'Keefe case it said: ‘‘ The present tax 
is a nondiscriminatory tax... not in 
form or substance a tax upon the Home 
Owner Loan Corporation or its prop- 
In Gunn v. 


85 


erty or income. . . 
Dallman discrimination was one of the 
major issues of the case, but the Circuit 
Court concluded: 


Considering the {Public Salary Tax] 
Act as a whole, the intent and purpose 
thereof, the way it has been consistently 
administered by the Treasury Department 
and interpreted by its regulations, we 
think the Act is not discriminatory.*° 


It would certainly not be correct to 
say that the Court has reached the posi- 
tion of using discrimination as the sole 
criterion of the constitutionality of a 
tax which affects a government instru- 
mentality, but it has gone far in that 
direction. Perhaps that was inevitable 
as the Court discarded various other 
criteria. Since probably none of the 
taxes which came before the Court in 
recent years was, in fact, intended to 
be discriminatory against any govern- 
ment, the result has been that a great 
many of them have been sustained and 
the scope of tax immunity was thereby 
reduced. 


84 See Willeuts v. Bunn; Schuylkill Trust Co. v. 
Pennsylvania; Helvering vy. Gerhardt. 


89306 U. S., p. 480. 
SO 71 P. 20, p: 58. 
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Other Reasons 


From time to time the Court gave 
other reasons to support its action in 
limiting the scope of tax immunity and 
restricting its application. In one case 
it quoted Marshall’s decision in the Mc- 
Culloch case to point out that when the 
people’s representatives in Congress tax 
a state activity they 


... are laying a tax on their own institu- 
tions and consequently are subject to po- 
litical restraints which can be counted on 
to prevent abuse. State taxation of na- 
tional instrumentalities is subject to no 
such restraint. The exercise of the 
national taxing power is thus subject to a 
safeguard which does not operate when a 
state undertakes to tax a national instru- 
mentality.*‘ 
In the same case the Court recog- 
nized the persistence of tax exemptions 


and observed that: 


Once impaired by the recognition of a state 
immunity found to be excessive, restora- 
tion of that power is not likely to be se- 
cured through the action of state legisla- 
tures; for they are without the induce- 
ments to act which have often persuaded 
Congress to waive immunities thought to 


be excessive.** 


V THe Court’s REASONING ON Tax- 
ING SALARIES AS APPLIED TO THE 
TAXATION OF INTEREST 

As previously noted, the issue of the 
constitutionality of taxing the interest 
on public bonds under an income tax 
has not been squarely before the Court 
for almost 60 years. Since, however, 
that issue is closely related to the ques- 
tion of taxing public salaries, it may be 

87 Helvering 
also p. 415, 

88 Thid., p. 417 


Gerhardt 304 U. S., p. 412. See 
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profitable and significant to analyze 
closely the Court’s reasoning in the two 


cases involving salaries (the Gerhardt 
and O'Keefe cases) to see what points 
in that reasoning might be applicable to 
a case involving interest payments. In 
that way it might be possible to arrive 
at some prediction of the Court’s deci- 
sion on such a case, provided its views 
have not changed significantly since 
1938-1939. 


No Discrimination 


As noted above, the Court has been 
placing increasing emphasis on the ele- 
If the interest 
on public bonds were made subject to 


ment of discrimination. 


income taxes, there would be no dis- 
crimination against that form of in- 
It would be treated in the same 
manner as all other forms of income not 


come, 


exempted by special provision. The de- 
tax it would, in fact, be 
merely removing a special exemption or 


cision to 


privilege which has long been accorded 
to this form of income. In the two sal- 
ary cases the Court recognized that that 
was what was being done to public sal- 
aries. 

In this connection perhaps special 
significance attaches to the Court’s ac- 
tion in reversing its previous position 
that a tax on income was equivalent to 
a tax on income. 
According to the previous view the 
Court could, and at times did, hold that 
an income tax on interest was in effect 


the source of that 


a tax on a government’s power to bor- 
That power is vital, and the im- 
pairment of it might “ substantially in- 


row. 
terfere”’ with the government’s ability 
to perform its essential functions. Ac- 
cording to the present view of the 
Court, however, it is not likely that it 
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would hold that a nondiscriminatory 
tax on net income would cause such an 
effect upon the borrowing power. 

Of course, as the Court has at times 
pointed out, a net income tax is not a 
tax on any form of income as such. 
The tax is upon the taxpayer’s net in- 
come. He may receive salary, interest, 
and other forms of income and yet pay 
no tax if his losses, exemptions, and 
other offsets equal his gross income. In 
any event, the tax he pays is not likely 
to be directly proportional to the in- 
terest, or any other form of income, he 


receives. 


No. Distinction 
Other Income 


In the O’Keefe case the Court pointed 


Between Salaries and 


out that in previous cases: ‘ The fact 
that the expenses of the one govern- 
ment might be lessened if all those who 
deal with it were exempt from taxation 
by the other was thought not to be an 
adequate basis for tax immunity.” *” 
Later in the same case it continued: 


In this respect we perceive no basis for 
a difference in result whether the taxed 
income be salary or some other form of 
compensation, or whether the taxpayer be 
an empleyee or an officer of either a state 
or the national government or of its in- 
strumentalities.°” 
ee 

some other 
form of compensation ” 7 
orm of compensation ” would include 


If we may assume that 


interest, then it would be logical to sup- 
pose that the Court would treat interest 
on public bonds the same way it treated 


public salaries in the Gerhardt and 


O'Keefe cases. 


894306 U. S. 466, 


90 Thid., p. 486. 
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No Competitive Advantage for Gov- 
ernments 


In the Gerhardt case the Court said: 


basis which constitutional 


The 


tax immunity of a state has been sup- 


upon 


ported is the protection it affords to the 
continued existence of the state. To at- 
tain that end it is not ordinarily neces- 
sary to confer on the state a competitive 
advantage over private persons in carry- 


. . a ¢ 
ing on the operations of its government.?! 


In the O’Keefe case it said that the pur- 
pose of tax immunity was not to 


give an advantage to a government 
by enabling it to engage employees at 
salaries lower than those paid for like 
services by other employees, public or pri- 
vate, but to prevent undue interference 
with the one government by imposing on 


it the tax burdens of the other.*” 


These statements would seem to indi- 
that the Court 
that any government should take ad- 


cate does not believe 
vantage of its position as a government 
in order to purchase goods or services 
in the market at a lower price or rate 
than any other party, including specifi- 
cally private parties. Presumably that 
would include the borrowing of money. 


No Private Gain from Public 


Exemptions 


As noted previously, the Court has 
been especially critical of tax exemp- 
tions which enable private firms or in- 
dividuals to escape their fair share of 
taxes. In the two salary cases it em- 
phasized the duty of all citizens to pay 
their proper share of taxes. In the 


91304 U. S., p. 421. 


92306 U. S., p. 483-484. 
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O’Keefe case it said that the purpose of 
tax immunity was 


not to confer benefits on the em- 
ployees by relieving them from contrib- 
uting their share of the financial support 
of the other government, whose benefits 
they enjoy... .%° 
This, of course, is inherent in the very 
idea of 
would would probably be accepted even 


democratic government and 
in the absence of any written consti- 
tution. 

Since tax-exempt bonds sell at lower 
rates of interest than taxable bonds, 
they must result in an advantage to 
either the borrowing government or the 
bondholders. (A third 
would be that the advantage is divided 


possibility 
between them.) In either case the re- 
sult must be an advantage which the 
Court has said should not be allowed. 
On the basis of this reasoning it is difh- 
cult to see how the Court could ap- 
prove the immunity of interest on pub- 


lic bonds if the issue were squarely 
before it. 


The Incidence of the Two Taxes 

In both the Gerhardt and O'Keefe 
cases the Court was wary and uncertain 
in dealing with the incidence of the in- 
It used these ex- 
pressions: the immunity conferred on 


ec 


come tax on salaries. 


... the state a theoretical advantage, 
speculative in character and measure- 
ment and too unsubstantial to form the 
basis of an implied constitutional im- 
munity from taxation ” 


; there was no 
. .. basis for the assumption that any 
such tangible or certain economic bur- 
den is imposed on the government con- 
cerned ...”’; and “ the burden, so far as 


93 Ibid., p. 483. 
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it can be said to exist or to affect the 


government in any indirect or inei- 
dental way, is one which the Constitu- 
If the Court 


were dealing with a case involving in- 


> U4 


tion presupposes. ... 


terest, it would be able to speak with 
much more assurance for, as is pointed 
out later on, the effect of removing the 
exemption from interest would be more 
specific and measurable than was the 
case with salaries. This, however, is not 
a difference in nature but only in de- 
gree and measurability. But to the ex- 
tent that the Court emphasizes the 
shifting of the taxes to governments or 
the advantage which governments real- 
ize from tax immunity, it would be less 
likely to look with favor on removing 
the exemption from interest. 

It was pointed out above, however, 
that the 


more to aceept the view that taxes are 


Court is coming more and 


not unconstitutional merely because 
they are shifted to governments. In 
Alabama y. King and Boozer it appar- 
ently accepted that view completely. 
If that is true, then any difference in 
the extent to which the tax on salaries 
and on interest is shifted would not be 
significant. 

In summary, it would appear that, 
on the basis of the tests applied in the 
Gerhardt and O’Keefe cases, the Court 
would be quite likely to sustain the ap- 
plication of the income tax on the in- 
terest on public bonds if such a case 


were ever before it. 


VI THe AN INCOME 
TAX ON SALARIES AND ON INTEREST 


INCIDENCE OIF 


When the Court was considering the 
salary cases it had no reliable guide, 
either in its own analytical ability or in 


94 Graves v. 
487. 


O'Keefe, 306 U. S., pp. 485, 486, 
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the writings of economists, to indicate 
how governments would be affected by 
an income tax on the salaries of their 
the 


employees. In a footnote in 
O’Keefe case the Court said 


that the economic burden of a tax on 
salaries is passed on to the employer or 
that employees will accept a lower gov- 
ernment salary because of its tax immu- 
nity, are formulas which have not won 
acceptance by economists and cannot be 


judicially assumed.” 


Despite the statement the Court in 
both of careful to 
recognize that some part of such a tax 


these cases was 
might, in some direct or indirect way, 
be shifted to the 


cerned. 


govern ments con- 


Salaries—The Practical Situation 

One reason for the Court’s difficulties 
was that in 1938 and 1939 the question 
of an income tax on government sal- 
aries in the United States was almost 
entirely an academic one. Government 
salaries were low, the federal income tax 
allowed a 10 per cent credit for earned 
income, personal exemptions were (by 
presentday standards) quite generous, 
and the tax rate on the first bracket 
was low (4 per cent). 
few public employees would have paid 


As a result very 


any significant amount of federal in- 
come tax in 1938, regardless of tax im- 
munity. A single person receiving the 
average salary paid to state and local 
government employees in 1938 (about 
$1,325) would have paid about three 
dollars in federal income tax (assuming 
that deductions equaled 10 per cent of 
gross income). A married person with 


two children who received a salary of 


95 Ibid., p. 484. The Court 


works in the field of public finance which, however, 


then cited several 


contained almost no analysis on this particular point. 


{VoL. VI 


$4,000 °° (assuming the same 10 per 
cent deductions) would have paid no 
tax. 

Today the situation is vastly differ- 
ent. Between January, 1940 and Jan- 
uary, 1952 the average salary paid to 
employees of state and local govern- 
ments rose by about 120 per cent.” 
The earned income credit has been abol- 
ished, personal exemptions have been 
reduced drastically, and tax rates have 
been increased sharply. 
son receiving the average salary paid to 
state and local government employees 
in January, 1952 would have paid on 
his annual salary, (about $2,900) a 
federal income tax of about $445. A 
married man with two children who re- 
ceived a salary of $8,000 per year 
would have paid a tax of $1,012. 

In 1938 it made very little difference 
whether the two salaries used as ex- 
amples were exempt from the income 
tax. With the two 1952 salaries it was 
a matter of considerable importance. 

Let us consider another and more 
specific situation involving jobs at the 
policy level which pay even higher sal- 
Assume that in 1938 a married 
man with two children who had an in- 
dependent (and taxable) income of 
$2,000 per year was considering two 
jobs, each of which paid $6,000 per 
year. One was with a state government 
and the salary was exempt from federal 
income tax; the other was with a pri- 
vate firm and the salary was taxable. 
The difference in taxes between the two 
jobs would have been $134—prob- 
ably not enough to have been a signifi- 
cant factor in the decision between the 


A single per- 


aries. 


96 This amount would have put him in the top 4 
or § per cent of income recipients in the country. 


97 U. S. Bureau of the Census, Public Employ- 
ment in January 1952 (Government Employment: 
1952, No. 1) Washington, D. C., April, 1952. 
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two jobs. Now assume that in 1952 
the same man with the same independ- 
ent income was considering two $10,000 
jobs, the one tax-exempt and the other 
taxable. In that case the tax difference 
between the two jobs would have been 
$1,988—a sum equal to 20 per cent 
of his salary and one which might well 
have had a substantial influence on his 
decision. 
Salaries—The Theoretical Case 

The second reason for the Court’s 
difficulties over the incidence of an in- 
come tax on public salaries was that, 
from the authorities which it consulted, 
it was able to get very little help on this 
particular point. The standard works 
on taxation at that time—and at the 
present time as well—usually considered 
only two situations: a limited or partial 
income tax applying only to certain 
forms of income; and a general income 
Under ef- 
fective competition it could be shown 
that taxes of the first type would usually 
be shifted in large part. 
tax would lower the net wage or salary 
after taxes. Workers 
tend to move into the nontaxed fields. 
Employers in the taxed field would have 
to raise Wages in order to retain workers. 
A general income tax, on the other 
hand, usually cannot be shifted because 


tax applying to all forms. 


The income 


income would 


workers do not have the option of mov- 
ing into nontaxed fields—all fields re- 
tain their same relative attractiveness.”® 

The situation with respect to salaries 


which faced the Court in 1938-1939, 


98 Encyclopedia of the Social Sciences, VI, 
Hugh Dalton, Principles of Public Finance, (Tenth 
[Revised] Edition, London, 1939), pp. 81-85; D. 
Black, The Incidence of Income Taxes, (London, 
1939), Chaps. VII, XII; H. G. Brown, The Eco- 
nomics Of Taxation, (New York, 1924), Chap. V; 
Orto Von Mering, The Shifting and Incidence of 
Taxation, (Philadelphia, 1942), pp. 208-210. 
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and which still prevails with respect to 
interest on public bonds, was not like 
either of the two standard 
Rather, there was a general and uni- 
form income tax from which certain 


cases. 


specified forms of income were exempt. 
If effective competition prevails, the 


analysis given above for the partial in- 


come tax should be reversed. The ex- 
empt fields, because of the tax immu- 
nity, have a special advantage and are 
able to attract the necessary number of 
workers at lower wages or salaries. 
Generally, the amount of the differ- 
ential should approximate the amount 
of the tax. If there is competition for 
labor, either generally or in particular 
lines, those employers who offer taxable 
salaries might have to raise their prices 
somewhat in order to retain enough 
employees. In that way the equilibrium 
would be restored with the taxed fields 
paying slightly higher salaries and the 
exempt fields paying considerably lower 
salaries. 

From this analysis it is evident that 
the change which made public salaries 
taxable did not discriminate against 
governments; it merely removed an ad- 
vantage which they had previously had 
over private employers. That was an 
advantage which the Court has said 
governments should not expect or ex- 


ercise. 
Interest—The Theoretical Case 
Essentially the sare analysis given 
above for salaries is valid also for inter- 
est; the same fundamental forces are at 
work in both cases. Under a general 
income tax a borrower who can offer 
interest which is not subject to that tax 
will be able to borrow at a lower rate of 
interest than other similar borrowers 
who are not able to offer that exemp- 
tion. Where the rates of the income 
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tax are progressive, the tax-free inter- 
est is likely to enjoy a greater differ- 
ential than would tax-free salaries, be- 
cause those who would buy the bonds 
are likely to have higher incomes than 
the salary earners. 

In the case of interest rates, we have 
fairly definite confirmation of the above 
Fitch that 
1943 and 1947 the yields on tax-exempt 


analysis. found between 
municipal bonds were substantially be- 
low the yields on taxable industrial ob- 
ligations and U. S. Treasury Bonds. 
Stated in another way, the yields on the 
taxable securities were from 40 per cent 
to 60 per cent higher than the yields 
on the tax-free municipal obligations.” 
Further, there is a fairly definite tend- 
ency for the differential between tax- 
able and tax-exempt securities to vary 
with the rates of the income tax. It 
was high during World War II, it 
dropped when tax rates were reduced 


after the War, and then rose sharply in 


1950 when tax rates were raised again.'°” 


While the same theoretical analysis 
will apply to both salaries and interest 
payments, there are a number of differ- 
ences in the way in which the economic 
forces will work out in the two cases. 
Some of them are: 

1. Wages and salaries change slowly 
while interest rates change rapidly. 
Wage and salary contracts usually run 
for fairly long periods of time, but in a 
free market interest rates may change 
every day or even every hour. 

2. Capital is usua!ly, within any 
given country, more mobile than labor. 
This means that it is quicker to move 


"Lyle C. Fitch, Taving Municipal Bond Income, 
(Berkeley, 1950), p. 21. This study gives an excel- 


lent discussion of many phases of this problem. 
ye j 


100 UY, §. Department of Commerce, Business Sta- 
tistics, (1951 Ed.; Washington, 1952), p. 96. 
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to areas where higher returns are of- 
fered. 

3. A change in salaries usually affects 
all the 
pays, while a change in interest rates af- 


salaries which a government 
fects only the borrowing which the 
government is doing at that particular 
time. 

4. In the case of salaries the govern- 
ment makes the offer, while in borrow- 
ing the government asks for bids and 
accepts the best rate of interest offered 
This 


points listed above all make for better 


by the market. and the three 
and quicker adaptation to the market 
situation in the case of interest rates. 
§. When state and local governments 
borrow, they usually sell all the bonds 
involved to one firm or group of firms. 
Except for differences in maturities, the 
interest rate is the same for all parts of 
and loan, and it must be high enough to 
attract the marginal lender; other lend- 
ers may enjoy a surplus. Where bor- 
rowing is substantial, this may mean 
that the interest rate must be set at a 
point which will attract lenders to 
whom tax exemption is not an impor- 
tant That, in turn, 
means that lenders subject to high rates 


consideration. 


of taxation can realize a surplus by re- 
somewhat higher 
they would have 
Under-Secretary 
same thought in 
these words: “ The lower rates of re- 
turn on such securities in the market by 
no means reflect their tax advantage to 


ceiving interest rates 
than the lowest rate 
been willing to take. 
Folsom expressed the 


»” 101 


very high bracket investors. 

6. On the contrary, when govern- 
ments hire employees they offer a wide 
range of positions and deal with hun- 
dreds—if not thousands—of potential 
Release 


101 Treasury Press 


April 16, 1953, p. 7. 


Department H-95, 
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employees. This gives governments a 
much better chance to benefit from 
bargaining and to fit the offers to the 
market situation. 

The net result of all these differences 
is that in the capital market there is a 
much heavier concentration of market 
forces on a particular transaction than 
there is in the labor market. This pro- 
duces a more precise, exact, and meas- 
urable difference between taxable and 
nontaxable interest rates than there is 
sala- 


taxable and nontaxable 


But it should be repeated that 


between 
omg 
ries. 
this is only a difference in degree and in 
precision—not a difference in the basic 


nature of the transaction. 
Conclusions 


From this brief consideration of tax 
incidence it may be valid to draw cer- 
tain conclusions. 

1. If the Court were considering the 
salary cases today, it probably could not 
escape the conclusion that states would 
be significantly and substantially af- 
fected by removing the tax exemption 
from the salaries paid to their em- 
ployees. 

2. The general effect would be the 
same with a change in the tax status of 
interest payments on public debts. The 
only difference would be one of degree 
and in the precision with which it could 
be measured. 

3. In both cases the ending of tax 
immunity would merely be removing 
an advantage which states have previ- 


ously enjoyed rather than imposing a 


discriminatory burden. 


102 There 1s 


above, that suppliers of capital are, on the average, 


also the additional factor, mentioned 


subject to higher tax rates and therefore are more 


conscious of the advantages of tax immunity than 


are workers. 
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4. With respect to the absolute size 
of the burden, the taxing of salaries un- 
doubtedly imposes a much greater bur- 
den than would be caused by the tax- 
In 1952 the 
annual wage and salary bill of state and 


ing of interest payments. 


local governments was on the order of 
$12 billion. Interest payments were on 
the order of $700 million. If it may be 
assumed that the ending of tax exemp- 
tion has increased wages and salaries by 
as much as 6 per cent, which would 
seem to be a conservative estimate, then 
the increase in wages and salaries would 
amount to more than the /ofal of inter- 
est payments. 


VIL CONCLUSION 


Over a period of about 130 years 
intergovernmental tax immunities have 
varied widely in scope. The variations 
have been caused mainly by changes in 
the views of the United States Supreme 
Court. The doctrine was first enunci- 
ated in broad, sweeping terms and ap- 
plied to an economy which was rela- 
tively simple and elemental and in 
which government activities and fi- 
nances were quite limited in scope. For 
about 80 years, as the economy devel- 
oped and grew more complex and gov- 
ernments greatly increased their activ- 
ities and finances, an uncritical applica- 
tion of the doctrine increased its scope 
enormously. At its zenith the doctrine 
threatened to restrict seriously the abil- 
ity of both national and state govern- 
ments to raise revenues through the ex- 
ercise of the taxing power and at the 
same time permitted private taxpayers 
to profit from tax exemptions designed 
only to protect one level of government 
from interference caused by the dis- 
criminatory taxation of another level. 





332 


For approximately 50 years now the 
Supreme Court has been attempting to 
circumscribe and limit the scope of the 
doctrine and to confine it to its original 


and constitutional purpose. During 


that time the Court has denied exemp- 


tion to the following forms of taxation: 
(1) death or succession taxes on prop- 
erty passing to governments or which 
are measured by government bonds; 
(2) taxes on state activities which are 
proprietary and non-essential in nature; 
(3) franchise taxes on private com- 
panies measured in part by forms of in- 
come which would 
empt; (4) taxes on capital gains real- 
ized from the 
bonds; (5) income taxes on the profits 


otherwise be ex- 


sale of government 
derived from the lease of public lands; 
(6) income taxes on the wages and sal- 
aries of government employees; (7) ex- 
cise taxes which are paid initially by 
private taxpayers but are shifted to 
governments. 

On the other hand, the Court still 
does not allow the following forms of 
tixation: (1) taxes directly upon an 
essential activity; (2) 
property taxes upon property owned by 
governments or governmental agencies; 
(3) property taxes resting directly or 


government 
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indirectly upon government bonds; (4) 
excise taxes upon sales directly to gov- 
agencies; 
(5) income taxes upon the interest on 
government bonds. 
emption of interest is due, at least in 
part, to a federal statutory provision 
which exempts from the income tax the 
interest on state and local government 
bonds. So long as this remains on the 
books, the Treasury Department is 
barred from bringing the constitutional 
issue before the Court. 

As was pointed out earlier, there is a 
strong probability that if the issue were 
now before the Court it would deny 
immunity to the interest on public 
bonds, as it did in the case of public sal- 
aries. 


ernments or governmental 


The continued ex- 


Economically, an income tax on 
interest is the same in nature as an in- 
come tax on salaries, and there should 
be no basic difference in the incidence 
of the two taxes. Under a general in- 
come tax, the exemption of either sal- 
aries or interest confers an advantage 
either upon the government making the 
payments or upon the private person or 
firm the payments. The 
Court has held that it is not the purpose 
of constitutional immunity to allow the 
advantage in either case. 


receiving 





INCOME TAXES, WAGE RATES, AND THE INCEN- 
TIVE TO SUPPLY LABOR SERVICES 


GEORGE F. BREAK * 


ON of the chief arguments against 
placing any considerable reliance 
on income taxes as fiscal devices during 
a period like the present has been that 
such taxes discourage the total supply 
of effort. Typical of this point of view 
is the following statement by Walter A. 
Morton: 


The income tax is a tax on effort, whereas 
a sales tax is a tax on consumption, which 
can be avoided 
saved. 


in so far as income is 
The former diminishes effort, the 
latter diminishes consumption or possibly 


effort to 
1 


encourages more maintain a 


given consumption. 


Those who hold to this view maintain 
that an increase in income tax rates will 
result in a significant reduction in the 
supply of effort, and conversely, that a 
decrease in income tax rates will bring 
about a significant increase in the sup- 
ply of effort. 

The aim of the present paper is to 
make a critical appraisal of this hypoth- 
esis by examining the analytical and 
empirical evidence both for and against 


* The author is assistant professor of economics 


at the University of California. This study was car- 
ried out while he was a research associate with the 
Institute of Industrial Relations, University of Cali- 
fornia, Berkeley. The author wishes to acknowledge 
the very helpful suggestions of his colleagues, Pro- 


Robert 
Peter O. Steiner. 


fessors Dorfman, Harvey Leibenstein, and 


1 Walter A. Morton, “ A Progressive Consumption 
Tax,” National Tax Journal, (June, 1951), p. 162. 


it. In our examination of the former 
we shall concentrate on two aspects of 
the labor supply problem which have, 
in our opinion, typically been under- 
emphasized in the past: the different 
quantitative dimensions of the supply 
of labor and their interrelationships, on 
the one hand, and on the other, the role 
played by fixed commitments of vari- 
ous kinds. Pure theory is valuable for 
its own sake in this area—analysis of 
fixed commitments, for example, in- 
creases our ability to evaluate certain 
kinds of governmental policies as will 
be illustrated below—but its major use- 
fulness probably shows up in the sug- 
gestions and guideposts it lays down for 
empirical investigations. These we shall 
also attempt to emphasize throughout 
the discussion and to summarize at the 
end. A brief tabular summary of the 
findings of empirical studies already 
done for this country serves to point up 
the gaps still remaining in our knowl- 
edge and to support a tentative but 


definite rejection of the hypothesis un- 
der consideration here. 


Insofar as the 
evidence points in any direction, it 
points towards acceptance of the hy- 
pothesis that an increase in income tax 
rates will not lead to any important de- 
crease in the supply of effort, and con- 
versely, that a decrease in such rates will 
not bring about a significant increase in 


the supply of effort. 
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Certain limitations on the scope of 
the following investigation are neces- 
sary and should be set forth at the out- 
set. In the first place we shall confine 
our attention to relatively short period 
changes, neglecting, for example, the 
effects of income taxes on the supply of 
labor through their influence on birth 
and death rates. In the second place we 
shall be concerned solely with the ef- 
fects of income taxes on the incentives 
of workers to supply labor services and 
not with the effects of such taxes on the 
sources of labor supply.” The effects 
on sources are less controversial than 
those on incentives, and in general, re- 
quire longer periods of time to work 
themselves out. For these reasons we 
confine our attention to the latter. 

Third, we shall attempt no discussion 
of the effects of income taxes on incen- 
tives to invest. Income taxes may cer- 
tainly have disincentive effects in this 
area, but within the short period these 
effects seem less inimical to successful 
inflation control than do the possible 
disincentive effects on the supply of 
labor. A decrease in the supply of 
labor is likely to result in a decrease in 
the supply of total output, and al- 
though this could be exactly offset by a 
matching decline in the monetary de- 
mand for output as a result of the fall- 
ing off of personal incomes accompany- 
ing the decrease in the supply of labor, 
such an outcome does not seem highly 


probable.* The decrease in the supply 


*The distinction between incentives and sources 
may be illustrated by considering the possible effects 
of a decrease in income tax rates on the lowest in 
come groups. Such a change might, on the one 
hand, decrease their incentives to work but, on the 


other, increase their working abilities and efhiciencies. 


3 Insofar as workers react to higher income taxes 


by working less hard at constant wage rates, there 
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of labor, therefore, is likely to intensify 
any inflationary pressures which exist. 


A decrease in the incentive to invest, on 
the other hand, may simply mean lower 
prices for investment goods and no de- 
crease in the level of investment output 
and may thereby lessen rather than in- 
tensify inflationary pressures. Even if 
higher income tax rates do result in 
some decrease in the physical level of 
investment in the consumer goods in- 
dustries, the effect in the short period is 
to decrease money incomes and hence 
monetary demand for consumer goods 
without at the same time decreasing the 
immediate supply of consumer goods. 
Again the short period effect is to lessen 
inflationary pressures. For these reasons 
it seems appropriate in the present in- 
stance to consider incentives to supply 
labor services but not incentives to in- 
vest. 

Finally, no attention is given to the 
comparative effects of different’ tax 
We have 


in mind a single tax plan only, and that 


plans on the supply of labor.* 


is the simple one whereby income tax 
rates, both average and marginal, are 
varied in either direction. 

The analytical apparatus appropriate 
for our purpose is that ordinarily ap- 
plied to an examination of the shape of 
the supply curve of labor. 
higher income taxes may be treated as 
equivalent to a decrease in the wage rate 
and lower income taxes equivalent to an 


Insofar as 


increase in the wage rate, the two prob- 


will be a decline in total Output but little or no off- 
setting decline in demand since aggregate incomes 
are in this case unaffected by the decrease in the sup- 


ply of labor. 


‘For a recent analysis of this aspect of the prob- 
lem see Gershon Cooper, “ Taxation and Incentive in 
Mobilization,” Quarterly Journal of Economics (Feb- 
ruary, 1952), pp. 43-66. 
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Under such 
conditions the proposition with which 


lems are in fact identical. 


this paper is concerned—namely, that 
higher taxes have significant disincen- 
tive effects on the supply of labor and 
that lower taxes have significant incen- 
tive effects—is the same as the proposi- 
tion that the supply curve of labor is 
positively sloped and not highly in- 
elastic. 


The identity of the two problems, 


however, is by no means obvious, and 
the person who wishes to treat them as 
equivalent must explicitly defend the 
validity of such treatment. He must 


establish three propositions: 


An increase in the income tax, like 
a fall in the wage rate, reduces the 
price of leisure. 

An increase in the income tax re- 
duces real, as well as money, wage 
rates net of taxes. 

Income before taxes exerts no influ- 
ence on individual incentives to sup- 


ply labor services. 


Proposition I involves little difficulty ; 
it is true for any income tax which ex- 
empts leisure from the tax base, that is 
to say, for any income tax which is 
likely to exist in the foreseeable future. 
More generally, any partial income tax 
which reaches certain types of gainful 
activity but exempts others by that 
very fact alone acts to discourage the 
former and to the latter. 
Unless these influences are offset by 


encourage 


others of an Opposite nature, an income 
tax which exempts leisure must have 
disincentive effects in all taxed areas. 
Proposition II is straightforward only 
for those who insist that the analysis of 
the effects of a tax is incomplete unless 
the expenditure by the government of 
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the tax proceeds is taken into account, 
and then only if certain types of gov- 
ernment expenditures are hypothesized.” 
Consider, for example, an increase in 
the income tax which is accompanied 
by an equivalent increase in resource- 
using government expenditures which 
do not add to private real incomes (e.g., 
national defense). 
Money wage rates net of taxes fall as a 


expenditures on 


direct result of the increased income 
taxes, the new government expendi- 
tures reduce the amount of private out- 
put, and hence real wage rates net of 
taxes fall as well. Attribution of these 
results entirely to the income tax per- 
mits ready establishment of Proposition 
II, that higher income taxes reduce both 
money and real wage rates net of taxes. 
Members of this school of thought 
should regard the following analysis as 
applicable to the fiscal situation just set 
forth. The selection of such a combi- 
nation of government revenues and ex- 
penditures for detailed consideration 
seems sufficiently justified by current 
world events. 

Other fiscal theorists, however, argue 
that taxes and expenditures, being sep- 
arable in theory and in most cases being 
separated in fact as well, should be an- 
alyzed separately. The direct effect of 
an income tax on the collecting govern- 


* Both Duncan Black, 


Taxes 


in The Incidence of Income 
134-144, and Richard 
Income Tax and the Supply of 
Political (October, 


adopt 


(London, 1939), pp. 
Goode, in “ The 
Journal of 


1949), pp. 428-437, 


Labor,” Economy 


this procedure in their 
analyses ot the effects of an income tax on the sup 
ply of labor. As a matter of fact, Black’s conclusion 
that the income tax will tend to reduce the supply 
ot labor per individual in the community stems en 
tirely from the effects of the specific types of gov- 
ernment expenditures which he assumes (op. cit., pp. 
157-167). Nevertheless, he insists upon attributing 
his results to the income tax rather than to the gov- 


ernment expenditures themsel ve 7 
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ment, they point out, is an increase in 
its surplus or a decrease in its deficit, 


and there is no compelling reason to go 
beyond this in order to consider various 
types of government expenditures. To 


what extent is Proposition IL consistent 
with this approach to tax theory? We 
may distinguish three possible results of 
an increase in income tax rates. 

First, the additional income tax, by 
transferring money from the taxpayers 
to the government, may simply prevent 
price rises which otherwise would have 
occurred; it is assumed that the tax 
does not induce changes in private or 
government output (other than pos- 
sible changes due to effects on the sup- 
ply of labor to be discussed below). 
In this case taxpayers would experience 
a decline in money wage rates net of 
taxes, and this would also appear to 
them as a decline in real wage rates 
since prices would not fall. In the ab- 
sence of the tax, however, real wage 
rates would still have fallen, albeit for 
different people, because of the increase 
Thus, both the with-tax and 
the no-tax situations involve changes in 


in prices. 


real wage rates and, therefore, potential 
effects on the supply of labor. The ef- 
fects due to the income tax are only 
those which would not have occurred in 
the absence of the tax. 
must be amended in the present in- 


Proposition II 


stance to read: the increase in income 
taxes reduces some real wage rates net 
of taxes but increases others. Since real 
wage rates net of taxes are likely to be 
changed by the income tax for various 
people, the analysis to be set forth be- 
low applies directly to the present fiscal 
situation, 
need empirical evidence on all labor 
supply dimensions broken down by in- 
come groups at least. 


In this case especially, we 
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Secondly, if all pricing were continu- 
ous and all markets perfectly competi- 
tive, and if prices would have been 
stable in the absence of the tax, the tax 
would simply lower all prices, again 
without affecting private or govern- 
ment output. Wage rates net of taxes 
would fall in money terms but remain 
constant in real terms. Neither Propo- 
sition II nor the analysis to follow ap- 
This ex- 


ception, however, does not appear to be 


plies in the present instance. 


particularly important from a practical 
point of view. 

Finally, if prices without the tax 
would have been stable, the higher in- 
come taxes may, through their defla- 
tionary effect on aggregate effective de- 
mand, bring about unemployment and 
a fall in private output as a direct re- 
sult. Prices may fall somewhat but 
presumably not enough to offset the 
tax-produced fall in money wage rates. 
Both Proposition If and the analysis to 
follow are directly applicable to this 
third case. 

With the exceptions noted, these con- 
siderations justify acceptance of Propo- 
sition IT. 

Proposition III, that income before 
taxes exerts no influence on individual 
incentives to supply labor services, may 
not be strictly true. It is possible that 
income before taxes has some effect on 
labor incentives, perhaps as an indicator 
of status or success; and if it does, the 
effect of an increase in income tax rates 
is no longer exactly equivalent to a fall 
in wage rates (both before and after 
taxes). The extent of its influence, 
however, is a debatable matter, and for 
that reason we shall assume the validity 
of Proposition III for purposes of the 
ensuing analysis. It is worth noting in 
passing, however, that any influence 
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which before-tax income may have on 
labor incentives will strengthen the con- 
clusion reached in this paper as to the 
likely effects of changes in income tax 
rates, since that influence must tend to 
make the supply of labor more insensi- 
tive to income tax rate changes. 


The Supply Curve of Labor and Its 
Specific Dimensions 

In general the supply curve of labor 
describes the functional relationship be- 
tween income obtained from the sale of 
personal services (subsequently referred 
to either as wages or as earned income) 
and the amount of work or labor sup- 
plied. 


those personal services which are pro- 


In this context work refers to 


vided in return for monetary gain, re- 
gardless of whether the latter provides 
the sole incentive or not. It has long 
been recognized that within this gen- 
eral conception of the supply of labor 
are included a number of specific di- 
mensions, any or all of which may vary 
in response to a change in the wage 
rate: 


A. the number of hours worked 
1. per day 
2. per week 
3. per year 
4. per lifetime 
the proportion of the population, 
standardized as to age distribution, in 
the labor force 
1. crude 
2. “equivalent fully-employed ” per- 
sons 
the nature of the work done 
1. its intensity 
2. its productivity 
3. its responsibility or risk 
the allocation of workers among oc- 
cupations which differ in any of the 
above dimensions. 
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A few comments as to the nature of 
these and their interrela- 
tionships are in order. A and B to- 
gether constitute the time or quantity 


dimensions 


dimension; C is the quality dimension; 
and D is a combination of the two. In 
this paper we shall concentrate on the 
quantity dimension alone. For the in- 
dividual, A4 is the most general of the 
specific time dimensions in that it re- 
flects changes in any of the others, Al, 
A2, or A3. For society as a whole, the 
total time dimension for the labor sup- 
ply in a given period may be ap- 
proached by measuring: 


A2. length of the average full-time work 
week 
average length of vacation periods 
taken per annum (including the pe- 
riods of voluntary absenteeism) 
average age at entry into and volun- 
tary exit from the labor force 
number of equivalent  fully-em- 
ployed persons in the labor force as a 
percentage of the population stand- 
ardized as to age distribution. 


If A2, A3, and A4 are averages weighted 
on a per capita basis, the time dimen- 
sion part of D is automatically included 
in the measurement; and the three to- 
gether estimate the propensity of the 


labor force, regardless of size, to supply 
labor services. 


B2 converts this into 
the propensity of a population of a 
given size and age distribution to sup- 
ply labor services. The unit of meas- 
urement for B2 is a fully employed per- 
son, and specific individuals, if em- 
ployed part time, are counted as frac- 
tional units. Under B1 the cruder unit 
of measurement might be the number 
of persons in the labor force, or it 
might be the number of fully employed 
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persons in the labor force (two individ- 
uals, each employed exactly half time, 
being counted as two in the first case or 
as zero in the second case, rather than 
as one equivalent fully-employed per- 
son). The B2 refinement is required in 
handling situations such as a movement 
of full-time workers into the part-time 
category plus the movement of a num- 
ber of new workers into the labor force, 
also in the part-time category (the total 
population remaining constant as to size 
and age distribution throughout). In 
this case, measurement of the number 
the would 
increase in 


labor force 
the 
gainfully employed; measurement of 


of persons in 
show an proportion 
the number of fully employed persons 
in the labor force would show a de- 
and B2 


change, which is a decrease, an increase, 


crease; would show the true 
or zero according to the relationship be- 
tween the total gain in working hours 
from the new workers and the net loss 
in working hours occasioned by the 
the old 
part-time 


movement of workers from 


full-time to employment. 
Standardization of the population as to 
age 


distribution is our 


purposes since, even though the popula- 


necessary for 


tion remains constant in size and the 
Wage rate is invariant, the proportion of 
the population gainfully employed will 
change as the age distribution changes, 
thereby altering the relative importance 
of those age groups which are normally 
(It is true that 
these changes may, at least in part, re- 
sult the wage rate 
changes on birth and death rates, but as 
already noted, we omit these aspects of 
the supply curve of labor from the 
present study.) 

Finally, it may be noted that meas- 
urements A2 and A3 are independent 


in the labor force. 


from effects of 
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of each other and of measurements A4 
and B2 but that 


interdependent to some extent since an 


the latter two are 


increase in the average age at entry into, 
together with a decrease in the average 
age at exit from, the labor force will of 
itself serve to decrease the proportion of 
the population that is gainfully em- 
ployed. the wage 
changes on each of these four specific 
dimensions of the total labor supply 
have been studied, we face the problem 
of aggregation—of putting the parts 
together and deriving a single answer as 


Once effects of 


to what the shape of the aggregate sup- 
ply curve of labor is as far as its quan- 
tity dimension is concerned. Clearly, a 
certain shape for one of the measure- 
ments does not imply a similar shape for 
the aggregate function, and we must be 
wary of such generalizations. Different 
shapes for the individual measurements, 
A2, A3, A4, and B2, would ordinarily 
necessitate an investigation of the 
proper weights to be assigned to these 
four components of the aggregate time 
dimension, but fortunately, as we shall 
see below, this difficulty does not arise 
in the present instance. 


Shape of the Labor Supply Function: 
Hours Worked per Week 


Let us begin our analysis of the sup- 
ply curve of labor by considering an in- 
dividual, already in the labor force, who 
is free to adapt the number of hours he 
works a week to the level of the wage 
rate. Assume that this person pursues 
the single goal of maximum total util- 
ity. One aspect of the attainment of 
this goal is his choice between work and 
leisure, more of the one being obtain- 
able only by a curtailment of the other. 
His decision, then, will rest upon a 
comparison of the gains from leisure 
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(entirely non-monetary in nature ) with 
the gains from work (both monetary 
and non-monetary). We 
the moment that he receives no income 
from property. For purposes of analy- 


assume for 


sis, it is Convenient to separate the 
monetary gains (earned income, in this 
case) from the non-monetary and to 
treat the latter as the costs of obtaining 
the former. In the usual case, then, the 
last hour of work will yield a monetary 
gain and the (non-monetary) cost of 
obtaining that gain is composed of the 
satisfaction from the leisure time fore- 
gone in order to work, plus the direct 
displeasure of the work itself. 


tramarginal hours of work, of course, 


For in- 


it 1s entirely possible that the work it- 
self is pleasurable and that the leisure 
foregone from 


boredom rather than pleasurable oppor- 


represen ts an esca pe 


tunities missed. In other words, the 
cost of such an hour of work is nega- 
tive, indicating that the person involved 
would prefer to work even at a zero 
Wage rate. 

The analysis may now proceed in 
terms of marginal utilities and disutil- 
Assume that the marginal util- 
ities of both earned income and leisure 


ities.” 


decrease as the amount taken in each 


© Other analyses which have been carried out in 
similar terms include the following: S. J Chapman, 


“Hours of Labour,” Economic Journal (September, 
1909), pp. 353-373; Cooper, op. cit.; Paul Hi. 
Douglas, The Theory of Wages (New York, 1934), 
pp. 295-296; Ragnar Frisch, New Methods of Meas 
uring Marginal Utility (Tubingen, 1932), pp. 83 
113; J. R. Hicks, The Theory of Wage, 
1932), pp. 89-111; F. H. Knight, Risk, Uncertainty 
and Profit 117-118; Alfred 
Marshall, Principles of Economics (8th ed.; London, 
1947), pp. 527-529; Otto von Mering, The Shifting 
and Incidence of Taxation (Philadelphia, 1942), pp. 
102-111; and Haskell P. Wald, “ The Classical In 
dictment Taxation,” 
of Economics (August, 1945), p. 592. 


{ I ondon, 


(Boston, 1921), pp. 


of Indirect Quarterly Journal 
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case increases. Since more hours of 
work mean fewer hours ot leisure, it 
follows that the satisfaction obtainable 
from the additional 


foregone as a result of each additional 


hour of leisure 
hour worked increases as the number of 
work hours increases. Finally, let us 
suppose that over the relevant range of 
choice the work itself is unpleasant and 
that each additional hour of work rep- 
resents a greater amount of such dis- 
utility. 

These relationship are illustrated in 
Figure 1. For the purposes of the pres- 
ent analysis we define leisure as those 

Figure 1 


Disutilty 








Hours Worked Per Week 





Disutility Unbey 


hours which are in fact exchangeable 
for hours of work but which are not 
given up by the individual for that 
purpose. The 168 hours in a week may 
then be divided into three categories: 


Number of hours worked 
Hours not exchangeable for in- 


come 


a. required for sleep 


b. required for meals, 
dressing, Commuting, 
etc. ree a 

Hours exchangeable for 

income but not so ex- 


changed (leisure) 168 —-77—x 
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The assumptions made under the second 
category are arbitrary but are needed 
The 


only characteristic of Category 2 neces- 


only for illustrative purposes. 


sary for the validity of our analysis is 
its constancy in the face of wage rate 
changes, and this seems an eminently 
reasonable assumption to make. In 
such a case a choice of more hours of 
work always involves fewer hours of 
leisure and vice versa. Making use of 
the illustrative figures, we show hours 
worked per week along the horizontal 
axis, with 91 - 168—77 representing 
the maximum number of hours avail- 
Units of 
utility are measured along the positive 
portion of the left-hand ordinate and 
units of disutility along its negative 


able for work in any week. 


portion. For convenience the right- 
hand ordinate shows the left-hand one 
inverted. WW is then the curve of the 
direct marginal disutility resulting from 
the work itself, drawn with reference 
to the right-hand scale and in accord- 
ance with the assumptions already given 
so that it is a positive and increasing 
hours worked the 
range of choice for our individual. LL 


function of over 
depicts the marginal utility of leisure 
measured, however, with reference to 
the number of hours worked per week 
on the assumption that one more hour 
of work means one less hour of leisure. 
It appears as an increasing function of 
hours worked per week. Read with re- 
gard to the right-hand vertical scale LL 
shows the indirect marginal disutility 
of labor (i.e., the marginal utility of 
the leisure foregone in order to work), 
and hence LWLW, the sum of the LL 
and WW functions, shows the fofal 


marginal disutility of labor. II shows 
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the marginal utility of income earned 
per unit of time, and its intersection 
with the LWLW function gives the 
point of equilibrium for the individual 


in question. In the present instance, he 
is shown as preferring a combination of 
40 hours of work a week and 51 hours 
of leisure. 

Figure 1 overstates the amount of 
precision involved in the individual’s 
calculations. He is assumed to know 
only that for all hours worked the re- 
sulting earned income outweighs the 
costs involved in obtaining that income, 
and that for all hours not worked the 
In other 
words, although the relative positions 
of the II and LWLW functions are 
known and are as shown, the vertical 


reverse relationship prevails. 


distances between them are not known. 
Choice is based upon qualitative rather 
than quantitative comparisons of mar- 
The individual is con- 
cerned only with the ratio between two 
marginal utilities—that of earned in- 


ginal utilities. 


come on the one hand and those of lei- 
sure and work on the other. Equilib- 
rium is given by the equality of the two 
terms of the ratio, and hence by the 
equality of the ratio itself to unity. 
Suppose now a fall in the wage rate 
The initial impact of this 
change, felt by the worker before he 
has had time to adjust his hours of 
work to the new wage rate, is a propor- 


occurs, 


tionately lower earned income. This in 
turn will tend to shift either the LL or 
the II function or both, the WW func- 
tion presumably remaining unaffected. 
Let us concentrate for the moment on 
the probable shift of the curve (II) 
which indicates the relationship of the 
marginal utility of earned income to 
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hours worked. The direction of this 
shift is indeterminate on the a@ priori 
level since it is the result of two oppos- 
ing influences. On the one hand, the 
marginal utility of earned income per 
dollar rises as a direct result of the fall 
in total earned income, and this tends 
to shift the II curve upward. On the 
other hand, fewer dollars are now re- 
ceived for each hour of work, and on 
this account alone the marginal utility 
of the income earned by each hour of 
work tends to fall and the II curve to 
shift Only if the two 
movements are exactly offsetting will 
the Il function remain invariant in the 
face of a wage rate change, such a bal- 


downward. 


ance implying a perfectly inelastic sup- 
ply curve of labor. Assume, for ex- 
ample, that the wage rate falls from 
$2.50 to $2.00 an hour. If the average 
utility of the two dollars earned by the 
fortieth hour of work per week is five- 
fourths of the average utility of the 
two and a half dollars which used to be 
earned by the same hour of work, then 
the total utility of the income earned 
by the fortieth hour of work is the 
same at both wage rates. The worker 
therefore will wish to make no altera- 
tion in the number of hours of work 
offered. 

The strength of the downward pres- 
sure to which II is subjected as a result 
of a fall in the wage rate is entirely de- 
termined by the amount of the wage 
rate decline. The strength of the up- 
ward pressure, on the other hand, is in 
part a result of the extent of the fall in 
the wage rate but also a function of the 
rapidity with which the marginal util- 
ity of earned income increases as earned 


income itself decreases in aggregate 
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amount. For any given wage rate fall 
there will be a certain rate of change in 
the marginal utility of earned income 
that will keep the marginal utility of 
the income earned by the last hour of 
work constant (i.e., If does not shift as 
the wage rate declines). A more rapid 
rate of change in the marginal utility 
of earned income will, by strengthening 


the upward pressure, shift Il upward 


(the utility of the income earned by the 
last hour of work increases as the wage 
rate falls), showing that such a worker 
will prefer to work more hours per 
week at the lower wage rate. A flatter 
Il function, on the other hand, will 
shift downward as the wage rate falls, 
showing a preference for fewer hours 
of work at the lower Wage rate. 
Consider now an increase in the wage 
rate. In this case the II function is 
subjected to upward pressure because 
more dollars are earned per hour and at 
the same time is subjected to downward 
pressure because each dollar earned 
brings in less utility since aggregate 
earned income has increased. Again 
there will be a certain shape for II 
which will hold it invariant as the wage 
rate rises; all steeper II functions, since 
they imply a stronger downward pres- 
sure as a result of the more rapid de- 
cline in the marginal utility of earned 
will shift the 


wage rate rises, showing that possessors 


income, downward as 
of such functions will prefer to work 
fewer hours at the higher wage rate; 
and all flatter II functions will shift up- 
ward as the wage rate rises. 

Two important conclusions emerge 
from this analysis. 

First, the shape of the supply curve 
of labor (insofar as it is determined by 
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the shift of the II curve in response to 
a wage rate change) depends entirely 
on the slope of the marginal utility of 


earned income function and not upon 
its position. We distinguish, 
therefore, between those factors which 


must 


affect the position of the marginal util- 
ity of earned income function without 
altering its shape and those factors 
which alter its shape with or without 
changing its position. Only the latter 
are relevant to a discussion of the sup- 
ply curve of labor.’ 

Secondly, relatively steep marginal 
utility of earned income functions im- 
ply a negatively sloped supply curve of 
labor, and relatively flat functions point 
to a positively sloped supply curve of 


labor.® 


i By dropp n th assumptior that the worke r ore 


ceives no property income, we see that the Most ob- 


vious eflect of the sudden receipt of such income 
Il curve downward, showing 


addi- 


tional hour of work now brings him less satisfacti« n 


would be to shift his 


that the earned income obtained from each 


than before and showing an alteration in his preter 


ences in the direction of fewer hours of work at 


constant wage rates Phis change alone implies noth- 
ing as to his likely subsequent reaction to a change 
the shape of the IT function 


the shift 


in the Wdge rale, since 


is not necessarily altered by in its position. 


Our discussion of fixed commitments below, how 
ever, will throw further light on the probable efiects 


Ol property income on labor incentives. 


S By way of mathematical refinements it may be 
shown that for infinitely small changes in the wage 
rate an IT function that is a rectangular hyperbola 
will remain unaffected by 1 change in the Wage rate; 
all steeper IL cusves will shift in such a way as to 
show a negatively sloped supply curve of labor; and 
lll flatter 


curve of labor. 


curves imply a po itively sloped supply 


Alternatively, the same rule may be 
the elasticity of the marginal 


stated in terms of 


utility of earned income: 
Absolute Value of the Elasticity Shape of the Sup- 
Marginal 


Farned Income 


of the Uulity of ply Curve of 


Labor 


perfectly inelastic 
negatively sloped 


sloped 


positively 
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We return now to the effect of a 
wage rate change on the LL function 
(relating the marginal utility of leisure 
to the number of hours worked per 
week). It is possible that a lower wage 
rate, through its effect in lowering 
earned income, will tend to reduce the 
satisfaction obtained from leisure, thus 
shifting the LL function downward. 
For analogous reasons, an increase in the 
wage rate might well shift LL, and 
hence LWLW, upward. Insofar as such 
tendencies operate, they make for a 
negatively sloped supply curve of labor. 
A positively sloped labor supply curve 
would arise only when the marginal 
utility of earned income function (II in 
Figure 1) shifted downward in response 
to a wage rate fall and upward in re- 
sponse to a wage increase sufficiently to 
overcome the effects of the accompany - 
ing shifts in the total marginal disutil- 
ity of labor function (LWLW in Fig- 
ure 1). 

Logical analysis alone, nevertheless, 
does not permit us to identify the sign 
of the slope of the supply curve of labor 
as far as hours worked per week are 


concerned.” In spite of this discourag- 


The most complete discussion of this aspect of the 
supply curve of labor is that of Frisch, op. eft. 

9 Other analytical frameworks applied to the same 
problem have consistently resulted in the same equiv- 
ocal answer. They may be summarized briefly as 
follows: 

Some writers have preferred to make use of the 
preference between leisure and 
earned income. See, for example, Black, op. cif., pp. 
159-163; Wald, op. cit., pp. 557-596; and A, 
Henderson, “ The Case for Indirect Taxation,” Eco- 


§38-553. On 


individual's map 


nomic Journal (December, 1948), pp 
this basis they reach the conclusion that the shape 
of the supply curve of labor depends upon the shape 
of the indifference curves between leisure and earned 
income. 

A number of others adopt as their basic concep- 
tion the individual’s demand schedule for earned in- 


(See next page) 
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ing ambiguity, further extension of the 
theoretical analysis, especially to a con- 
sideration of the factors affecting the 
shape of the marginal utility of earned 
both 


for its own sake and for the suggestions 


income function, is worthwhile 
for empirical research thereby obtained. 
First, however, we must generalize the 
analysis so far undertaken to cover the 
other quantitative dimensions of the 
supply curve of labor, in order to make 
certain that the same elements are com- 
mon to all, 


Shape of the Labor Supply Function: 
Weeks Worked per Year 


A simple substitution of weeks 
worked per year for hours worked per 
week along the horizontal axis of Fig- 
ure | is all that is needed to extend the 


preceding analysis to cover the prefer- 


Hugh 


\ 
(9th ed., rev 


come in terms of effort. See, for example 
Dalton, Principles of Public 


106-110; 


Finance : 


Lionel Robbins, “ On 


Income in 


London, 1936), pp. 


the Elasticity of Demand for Terms of 
Effort,” 
printed in Readings in the Theory of Income Distri 
244; and D. H 


Economica (Oc 


Economica (June, 1930), pp. 123-129, re 
bution (Philadelphia, 1946), pp. 237 
Robertson, “ Economic Incentives,” 
tober, 239-244, They 
+} 


that the sign oft the slope of the supply 


1921), pp. g0 on to show 
curve of 
libor is positive or negative according as the elastic 
ity the demand for earned income in terms of ef 
fort is greater than or less than one. 

make use of the Slutsky-Hicks analy 


sis of the effects of a change in the price of a com 


St HT others 


modity on an individual who is both a buyer and a 
Hicks, Velue and 
36-37.) In 


seller of that commodity {t. EB. 
Capital [ 2nd ed.; Oxford, 


this case the 


1946 . pp 


commodity is leisure, and a fall in the 


wage rate, for example, is said to have two different 


effects on the worker. According to the substitution 


effect he is led to purchase more leisure since its 


price has fallen in relation to other prices. Accord 


ing to the income effect he reacts to the fall in his 


} | 


earned income brought about by the wage rate de 


crease by taking les lei ure, unless to him lei ure 


should happen to be an inferior good. Since leisure 
may ordinarily be taken to be non-inferior, the two 
effects Operate against each other, and the net effect 


is indeterminate on logical grounds alone. 
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ences of an individual already in the 
labor force as to the number of weeks 
worked in a 


year. One qualification 


only is necessary. In principle, it is 
clear that paid vacations do not present 
the same problems of choice to the in- 
dividual as do unpaid vacations (an in- 
crease in paid vacations, for example, 
offers the worker the same gains as a 
similar increase in unpaid vacations but 
at no monetary cost to him) and for 
this reason are irrelevant to a study of 
the shape of the supply curve of labor. 
Analysis of this specific dimension of 
the labor supply, therefore, should con- 
centrate upon worker choices with re- 


gard to unpaid vacations alone. 


Shape of the Labor Supply Function: 
Age at Voluntary Retirement: 


The problem of choice for a regular 
member of the labor force as to the age 
at which he should retire may also be 
analyzed by means of a direct extension 
of the methods already employed. The 
units along the horizontal axis of Fig- 
ure 1 need only be changed to the vari- 
ous ages at which retirement might take 
LWLW will now probably be 


dominated by the satisfaction from lei- 


place. 


sure that is foregone as the retirement 
the 
wage rate during the early years of the 


age is increased. A decrease in 
worker’s life, insofar as it implies a lower 
income during the period of retirement, 
is likely to shift LWLW downward, 
thus tending to make for later retire- 
ment from the labor force. Postpone- 


ment of retirement presumably means a 


higher income from the point of the 


postponement onward than would be 
obtained were retirement effective im- 


mediately. The longer the postpone- 
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ment the greater will this additional in- 
come be, but the greater the additional 
income the less its marginal utility. 
This is shown by the II function, which 
again is drawn for a given and constant 
Any alteration in this wage 
regardless of when it occurs but 


Wage rate. 
rate, 
provided it continues into the period of 
potential retirement, will exert the same 
influences on the If function as have al- 
A wage decline, 
for example, tends to push II down- 


ready been set forth. 


ward since each postponement of retire- 


ment brings in fewer dollars than it 
would at a higher wage, but at the same 
time it exerts an upward pressure on II 
because each dollar brought in is worth 
more in terms of utility. This is a re- 
sult not only of the fact that less in- 
come is earned as a result of each delay 
in retirement but also of the fact that 
lower earning power during earlier 
years implies less income from property 


during later years and thereby increases 


the satisfaction to be obtained from any 


additional earned income during those 
same later years. It may also be noted 
that a temporary wage decline which 
does not continue into the period of po- 
tential retirement results only in an up- 
ward pressure on If and makes for a 
postponement of retirement from the 
labor force. 


Shape of the Labor Supply Function: 
Proportion of Equivalent Fully-Em- 
ployed Persons 

We turn our attention now to a per- 
son who, by choice, is not in the labor 
force and consider the effects on him 
(or her) of changes in the wage rate. 
Suppose, for the sake of simplicity, that 
only jobs of the four different time di- 
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mensions shown along the horizontal 
axis of Figure 2 are open to this person. 
He may, in other words, take a quarter- 
time, a half-time, a three-quarter-time, 
or a full-time position. The vertical 
straight lines immediately to the left 
of each job-mark correspond to the 




















i 


Number of Equivalent Fully-Employed Pe 


LWLW function of Figure 1 and repre- 
sent in each case the additional disutil- 
ity associated with that particular job 
plus the satisfaction from leisure given 
up by the individual if he decides to 
take the job. 
lines immediately to the right of each 
job-mark represent the satisfaction-po- 
tential of the 
tained from 


The perpendicular straight 


earned income to be ob- 
each job and are again 
rate which 

assumed to be the same for all positions, 
either part-time or full-time.'’ These 
ordinates show the combined effects of 
two different sets of factors both mak- 
On 


drawn for a given wage 


ing for labor force participation. 


1OTf part-time jobs are available only at a lower 


wage rate than full-time jobs, the II ordinates will 


fall less rapidly from left to right than in the situa- 


tion pictured in Figure re and they may even Frise. 


Under constant wage rates, if a quarter-time job is 


undesirable then so are all positions involving a 


longer time dimension. With lower wage rates for 


part-time jobs, however, a full-time job may be de- 


sirable when a part-time one is not. 
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the one hand, the individual is subject 
to a pull effect whereby the existence of 
attractive jobs at attractive wage rates 
tends to entice him into the labor force; 
on the other hand, the lowness of the 
income available to the family group of 
which he is a noncontributing member 
exerts a push effect upon him." 
Suppose, first of all, that our individ- 
ual is a member of a family group 
whose entire income is earned and that 
all wage rates fall. Again the II ordi- 
nates are subjected to two opposing 
movements as a result of this change: 
they tend to be lowered because less 
money is now earned from each job 
(the pull effect is lessened) ; at the same 
time they tend to be raised because the 
fall in wage rates lowers the family’s in- 
come, and this increases the utility of 
each additional dollar to be earned by 
entry into the labor force (the push ef- 
fect is intensified). As in all preceding 
cases, it is the shape of the if function 
that is of primary importance in deter- 
mining the direction of movement of 
the II ordinates for any given wage rate 
change. The pull effect is determined 
solely by the extent of the wage rate 
change; the strength of the push effect 
is correlated directly with the steepness 


1 In the case of a housewife, certain ‘monetary 


and non-monetary costs of obtaining a iob arise 


which we have not yet considered explicitly. Labor 


force participation is likely to mean fewer house- 


wifely services rendered to the family, and this is 
the type of cost which we have included in the 


LWLW 


also mean ine reased expenditures 


function. Labor force participation may 
payments for hired 
services of others to replace the services formerly 
rendered by the wife, or increased income taxes re- 
sulting from the fact that earned income is taxed 
but non-monetary income is not. These costs must 
be deducted from the total earned income of each 


job before the II ordinates may be constructed. 
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of the II function. Such 
again makes for a negatively sloping 


labor supply function. 


stee pness 


A number of special cases need to be 
If all of the family 
income before the wage rate change is 
fall in the 
wage rate will simply lessen the pull ef- 
fect entry 
into the labor force. An 
wage rates can, by intensifying the pull 
effect, make for such entry. Under 
these circumstances the labor supply 
function (as far as the present dimen- 


considered briefly. 


derived from property, a 


and hence cannot induce 


increase in 


sion alone is concerned) would be either 


perfectly inelastic or positively sloped. 


This special case, however, is not rele- 
vant to problems considered in this 
paper, since a change in income tax 
rates must change property incomes as 
well as earned incomes, and in this case 
the analysis is the same as for a family 
which received only earned income. 
Another complication arises when 
low or falling wage rates are highly cor- 
related with tight labor market condi- 
tions (the task of finding a job is time- 
consuming and unpleasant) and high 
or rising wage rates with relatively easy 
labor market conditions. In Figure Z 
these conditions would show up by an 
upward extension of the LWLW ordi- 
nates when the wage rate falls and by a 
downward contraction when the wage 
This means that entry into 
the labor force is less likely than before 
when wages fall and more likely when 


rate rises. 


wages rise. Again, however, this par- 
ticular case is not relevant to our pres- 
ent problem since changes in the in- 
come tax may change wage rates with- 
out at the same time exerting an influ- 
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ence on the non-wage characteristics of 
the labor market.'” 
In summary, we find that essentially 


the same analytical apparatus is appro- 


priate regardless of which of the spe- 
cific the 
supply curve of labor is involved. In 


quantitative dimensions of 
each case the direction of shift of the 
marginal utility of earned income func- 
tion in response to a change in the wage 
rate is of crucial importance in the de- 
termination of the shape of the labor 
supply function, Furthermore, the di- 
rection of this shift is itself determined 
by the slope of the marginal utility of 
earned income function—a steep slope 
making for a negatively sloped labor 
supply curve and a slight slope for a 
positively sloped curve. The next step 
in the analysis, therefore, is an investi- 
gation of those factors which have an 
important effect on the shape of the 
marginal utility of earned income func- 
tion, 


Shape of the Marginal Utility of Rarned 
Income Function 


Individuals who, for one reason or 


another, possess relatively inflexible 
monetary goals or commitments will on 
that account tend to have negatively 


As the 


pe rson 


sloped labor supply functions. 


earned income of such a de- 


creases in amount, its marginal utility 
increases substantially since the income 
decline implies a decrease in his highly- 
desired level of monetary expenditures. 
Similarly, as his income increases in 


” 
12 Figure 2 may also be 


adapted to handle an 
analysis of the shape of the labor supply function as 
far as average age at entry into the labor force is 
concerned, In this case it may well be that the pull 
effect is relatively unimportant. Insofar as the push 


effect does predominate, the supply curve of labor 
will tend to be negatively sloped as far as this spe- 


cific dimension is concerned. 
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amount its marginal utility falls off 
rapidly since he is a person who is rela- 
tively satisfied with the level of mone- 
tary expenditures already achieved. He 
has, in short, a relatively steep marginal 
utility of earned function. 
Other persons may possess standards for 


income 


money expenditures which are much 
more readily expanded than contracted. 
Their marginal utility of earned income 
functions show a kink at the existing 
equilibrium point, being steeper for a 
decrease in earned income than for an 
increase; such people may react to a 
wage change in either direction by in- 
Still 


others will possess relatively flexible 


creasing their supply of labor."” 


monetary goals regardless of the direc- 
tion of wage change, and if they also 
have few fixed monetary commitments, 
they will tend to have positively sloped 
labor supply functions. 

For our purposes it is instructive to 
consider one by one the main types 
of inflexible monetary commitments. 
They may be classified as follows: 
Included here are debt 


kinds 


ments under a lease, alimony, poll tax 


Contractual. 


contracts of all —rental agree- 


payments, fixed monetary costs in- 
volved in earning income, and so forth. 
In general such commitments will tend 
to make the supply curve of labor 
negatively sloped for a downward 
movement of the wage rate, but they 
carry no implications as to its shape for 
an increase in wages. Some of them 
will be in existence only over a rela- 
tively short period of time, with the re- 
sult that the labor supply function is 
more likely to be negatively sloped for 


a wage decrease in the short run than 


13. Cf., Douglas, op. cif., pp. 300-301. 
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in the long run; others of them will 
continue over long periods of time, as 
for example, the relatively high fixed 
costs which a dentist incurs so long as 
he continues to earn his livelihood by 
practicing dentistry. One hypothesis 
which this analysis suggests for empiri- 
cal testing is that for downward move- 
ments of the wage rate the supply 
curve of labor has a negative slope dur- 
ing periods following a rapid rise in 
consumer credit (including mortgage 
If true, this 
would mean that inflation control by 


credit on real estate). 
means of higher income taxes on the 
groups experiencing the rapid rise in 
consumer debt would be that much 
more successful. 

Social. Recent literature on the 
theory of consumer behavior has em- 
phasized the interdependence of indi- 
Such be- 


havior implies that the supply curve of 


vidual consumer demands."' 


labor for a specific wage rate change is 
likely to be negatively sloped, at least 
for those remaining in the occupation 
experiencing the wage decline.” We 


are in the present instance interested 


14 See, for example, James S. Duesenberry, Income, 
Saving and the Theory of Consumer Behavior (Cam 
bridge, 1949); and H. 
Snob, and Veblen 
sumers’ Demand,” Quarterly Journal of Economics 
(May, 1950), pp. 183-207. 


Leibenstein, ‘‘ Bandwagon, 


Effects in the Theory of Con 


15 Such a wage decline, of course, is Likely to re 
sult in a shift of workers out of the occupation or 
occupations affected. In a limited, partial equilib- 
rium, sense this tendency defines a positively sloped 
supply curve of labor. From the point of view of 
the economy as a whole, however, the implications 
are not quite so simple. Insofar as the shift repre- 
sents a decreased participation in the labor force, the 
aggregate labor supply function is indeed positively 
sloped to that extent. Insofar as the shift is into 
other occupations, however, the aggregate supply of 
labor 1S changed only to the extent that the occupa- 
differ as to the time and quality 


tions affected 


dimensions of their specific labor supplies. These 
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only in the effects of a general wage 
rate change. Where each individual has 
complete knowledge of the wage rate 
changes of others and of their reactions 
to these changes, interdependence of 
consumer demands implies only a simi- 
larity in individual reactions to general 
wage changes but does not indicate the 
probable direction of those reactions. 
When, on the other hand, individual 
consumers are uncertain of the extent 
of the income decline imposed on others 
by a general increase in income tax 
rates, and are equally uncertain of the 
reactions of others to any hypothesized 
income changes, each one may respond 
to a general tax-induced wage decline 
by expanding his supply of labor in one 
or more of its dimensions. This aspect 
of the impact of uncertainty on human 
behavior needs further investigation be- 
fore any definite conclusions may be 
drawn. 

Thomas H. Sanders, in an extensive 
study of executive responses to high in- 
come tax rates, notes frequently the 
strong influence exerted on young ex- 
ecutives by the levels of living and fi- 
nancial security achieved by the older 


'© Insofar as the young ex- 


executives. 
ecutives, operating under higher income 
tax rates than their elders did, attempt 
to live up to these standards, the effect 


should be a negatively sloped supply 


chang® may serve either to increase or to decrease 
labor 


they depend only on a chang 


the aggregate supply of Furthermore, since 
ein relative Wage rates, 
they might equally well have been brought about by 
a rise in certain wage rates but no change in others. 
Such composition effects are not indicative of the 
shape of the aggregate labor supply 


function, since 
the same effect may result regardless of whether ‘the 


average wage rate rises or falls. 


16 Thomas H. 


Executives 


Sanders, Effects of Taxation on 


(Boston, Harvard Business School, Divi- 


sion of Research, 1951). 
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is true 
that exactly the opposite possibility was 
stressed by one of the executives inter- 


curve of executive labor. It 


viewed by Sanders: “ ‘ The young men,’ 
will not be able to afford the 
same standard of living as their prede- 


said one, ‘ 
cessors enjoyed. When they discover 
this, their disappointment will result in 
less effort and reduced enthusiasm.’ ” ' 
Which of these two reactions is likely 
to be the more prevalent is essentially a 
problem of psychology. According to 
the one view, a person pursuing a cer- 
tain goal, on finding its attainment 
made more difficult, responds by in- 
tensifying his efforts in that direction. 
According to the other, his response 
will not be simply to give up all thought 
of attaining the goal in question but 
rather to begin pursuing an exactly op- 
The has 
long believed that one of the strongest 


posite goal, present. writer 
arguments against a positively sloped 
supply curve of labor for a fall in wage 
rates involves the effects which action 
of this kind will have on earned income. 
A decreased wage rate means a lower 
earned income at former working-hour 
levels; a positively sloped supply curve 
of labor under such circumstances 
means that the worker not only accepts 
this lower level of earned income but 
acts so as to lower it still further. 
Habitual. In general we see here the 
influence of past experience on current 
behavior, and its effect should be to 
make the supply curve of labor more 
negatively sloped in the short run than 
in the long run regardless of which way 
The short run, 
of course, may cover a rather long pe- 


riod of time if the same 


the wage rate changes. 
wage rate 


17 lbhid., p- 74 
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change is repeated at frequent intervals. 
Habit may also be regarded as a protec- 
tive device adopted to avoid the effort 
involved in making adjustments to rela- 
tively unimportant changes in the eco- 
As such, it points 
up the possibility that the supply curve 


nomic environment. 


of labor may be completely inelastic for 
small changes in the wage rate simply 
because the effort of adjustment is not 
justified by the resulting gain. 
Physical. A person is effectively 
committed to the of a 
given level of living in the face of a fall 
in the wage rate if that level of living 


maintenance 


represents the minimum necessary for 
continued physical existence. Further- 
more, social factors may bring into ex- 
istence a similar commitment to a sig- 


Both 


of these considerations strongly suggest 


nificantly higher level of living. 


that the supply curve of labor is likely 
to be negatively sloped for the lower in- 
come groups. 

Volitional. 


gory which includes all attachments a 


This is a catch-all cate- 


person may develop to a given level of 
monetary expenditures for reasons other 
than those already outlined above. He 
may, for example, acquire commit- 
ments to support a relatively large 
number of dependents. 

Fixed monetary goals are similar in 
their effects to fixed monetary com- 
mitments. A person who desires to at- 
tain a given financial position for pur- 
poses of family security, for example, is 
likely to react to a fall in wages by in- 
creasing his supply of labor, just as he 
is likely to react to a fall in the interest 
rate by increasing his saving. 

One important use to which our brief 
discussion of fixed monetary goals and 
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commitments may be put is to identify 
those governmental policies which are 
likely to have an appreciable effect on 
the shape of the aggregate supply curve 
of labor. In general, any policy which 
reduces the pressure of fixed monetary 
commitments on the worker, such as 
governmental provision for old age and 
retirement, for temporary periods of 
unemployment, for large families, for 
education, and so forth, will make for 
a positively sloped labor supply func- 
tion. In analogous fashion we see that 
one very possible effect of the receipt 
by the worker of property income may 
be just such an easing of the pressure of 
various commitments and goals, unless 
his movement up the social scale im- 
poses new commitments and goals upon 
him. 


Effects of Institutional Rigidities 


Up to this point we have discussed 
only the preferences of the individual 
worker under the assumption that he is 
free to adapt the actual amount of 
labor supplied to these preferences. 
This assumption must now be dropped, 
and the effects of restrictions on the 
worker’s freedom of choice in this area 


explicitly explored. On the one hand, 


institutional rigidities in labor markets 
may serve only to channel the response 
to a given wage rate change along cer- 
tain dimensions of the aggregate labor 
supply rather than along others.'* This 


15 ¢ onsider, for example, a family with two adult 
members, one of whom is in the labor force and the 


other not A fall In Wages may now lead the per 


} 


son in the labor force to prefer to work longer 


hours, but this may be impossible in his particular 


institutional setting The effect of this on the pref- 


erences of the other member of the family (as 


shown above ai Figure 2, since this person 1s not ini- 


tially in the labor force) is to raise the marginal 
would otherwise be 


This makes 


utility ordinates more than they 


raised as a result of the wage fal! alone. 
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in turn emphasizes the necessity of 


studying all the specific quantitative di- 
mensions of the supply of labor in con- 
junction with one another. On_ the 
other hand, the effect of labor market 
restrictions may be to delay the appear- 
ance of any response to a wage change, 
with the result that the aggregate labor 
supply function is more inelastic in the 
short period than in the long. Finally, 
it is quite possible that the response is 
dampened down even in the long pe- 
riod, so that we may list institutional 
rigidities as a factor making for in- 
elasticity of the labor supply regardless 
of the length of time considered. 


Shape of the Supply Curve of Labor: 


Conclusions 


The preceding theoretical analysis of 
the effects of alterations in income tax 
rates upon the supply of labor services 
has emphasized the various quantitative 
dimensions of the aggregate labor sup- 
ply and the role played by fixed com- 
mitments of one kind or another. The 
influence of such commitments is to 
make the labor supply function nega- 
tively sloped or highly inelastic. In- 
creases in income tax rates, therefore, 
are not likely to have undesirable labor 
incentive effects among those groups in 
the population for whom fixed com- 
mitments are particularly important. 
Many employees (and probably the 
great majority of them) have all-or- 
nothing commitments to their jobs, and 
for them hours worked per week and 
per year will be insensitive to income 
tax rate changes in the short period 
for entry of the second member of the family into 


the labor force. In other words, a wage rate change 
which, in the absence of rigidities, would have re- 
sulted in a relatively small increase in the family’s 
hours of work may, in the presence of rigidities, re 


sult ina relatively large increase in hours ot work. 
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(the other quantitative dimensions are 
potentially sensitive although age at re- 
tirement is so only for the relevant age 
groups); self-employed persons may 
also have job commitments in that their 
absence from the job effects the em- 
ployment of other persons, people with 
large families have greater commit- 
ments than those without; people in the 
early part of their working careers will 
tend to have more unfulfilled goals and 
commitments than people in the higher 
age groups; those in the lower income 
groups and those in any income group 
with large debt claims outstanding 
against them will be particularly af- 
fected by fixed commitments of the 
physical and contractual types respec- 
tively, and so forth. All of this guides 
our search for those workers who are 
likely to react to increased income taxes 
by contracting their supply of effort. 
Empirical studies of such groups, rather 
than general studies of the labor supply 
of all workers, are therefore especially 
valuable to the assessment of income 
tax rate policies. We need to look par- 
ticularly at the higher age, upper in- 
come and wealth groups, and at those 
who do not have a strong all-or-noth- 
ing commitment to their present job. 
In short, studies of broad aggregates are 
of very limited value in the present in- 
stance; the nature of the labor services 
withdrawn or increased in response to 
an income tax rate increase is likely to 
the 
quantitative significance of such serv- 


be much more important than 
ices in the whole labor service picture. 
Attention should also be paid to vari- 
ables other than the supply of labor it- 
self. A high level of personal debt rela- 
tive to incomes, high birth rates, and 
high divorce rates are all general factors 
which favor inflation control by means 
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of income taxes; the reader may add 
other similar factors of a favorable or 
unfavorable nature. 

In conclusion, it is appropriate to 
look at the results of past empirical 
studies of the United States labor 
market. These are summarized in 
Table 1. It is clear, first of all, that a 
number of important gaps still remain 
to be filled: only two of the studies ex- 
tend into the decades of the 1940’s and 
1950’s; certain dimensions of the sup- 
ply of labor have received much closer 
(hours worked 


attention than others 


per week, and proportion gainfully em- 
ployed have received the most study) ; 
only limited attention has been paid to 
the upper income groups and to a large 


occupational 
Furthermore, the difficulties 
involved in interpreting the data that 


number of important 


groups. 


are available are formidable; cross-sec- 
tional studies do not necessarily indicate 
the behavior of the labor supply over 
time; time studies have great difficulty 
in isolating the variables which have to 
be studied. These inadequacies are im- 
portant and should not be lost sight of; 
on the other hand, they by no means 
appear to be so overwhelming as to in- 
validate this information completely. 
If this information supports any hy- 
pothesis, it supports the one that the 
supply curve of labor is either highly 
It con- 
sistently points in the same direction, 
furthermore, for each of the specific di- 
mensions of the supply of labor studied. 
As a result the problem of aggregation 
is simplified. On this basis we conclude 
that an income tax, even with relatively 
high marginal rates, is not likely to 
have serious disincentive effects so far 
as the aggregate supply of labor serv- 
ices is concerned. 


inelastic or negatively sloped. 





NEW MODEL FOR AN INTEGRATED 
TRANSFER TAX 


HAROLD M. GROVES AND WALLACE I. 


Introduction 


T HAS been said of the estate tax 

that it 
game, played for high stakes, with 
heavy penalties on inadvertence and 
lack of foresight, and high rewards for 
cunning, supplied in the main by law- 
yers for high fees. This says nothing— 
no doubt advisedly—about the revenue. 
There has been talk of amendments to 
strengthen the structure at this or that 
point. But the question may be raised 
seriously whether we should not take a 
fresh look and begin over from scratch. 
What has often been the fair-haired 
member of the tax system for econo- 


constitutes an interesting 


mists and scholars of public finance has 
turned out to be all but a disgrace in 
practical application. Perhaps this is 
inevitable, but some fresh thinking on 
the subject seems in order before sur- 
render to such conclusion. The follow- 
ing proposal (growing out of a doctoral 
dissertation) is submitted in the hope 
that it may arouse new interest in a 
badly neglected area. 

The troubles of the present estate tax 
are mainly three: 

(1) Here, as newhere else in the tax 
system, opportunity is afforded to divide 
oneself like an amoeba in the face of 
progressive rates (and exemptions) , thus 


defeating progression and creating a 


* Harold M. Groves is professor of economics at 
the University of Wisconsin, and Wallace I. Edwards, 
formerly research assistant in economics at the Uni- 
Versity of Wisconsin, is instructor of economics at 


Miami University. 


EDWARDS * 


The 


contemplation-of-death provisions have 


capricious relative tax burden. 


proved a weak defense against such 
maneuvers. Since 1948, opportunity 
for avoidance has been deliberately wid- 
ened by the marital deduction under 
which, in effect, half of the estate 
owner’s property is assumed to belong 
to his spouse. This affords an invita- 
tion to quarter the estate for any one 
application of the progressive scale. To 
accomplish such division, one gives half 
of his estate inter vivos to the succeed- 
ing generation (half of this in turn is 
assumed to have been given by the 
spouse); the other half is divided by 
testamentary transfer, one part going to 
the spouse (where it qualifies for the 
marital deduction and will be taxed at 
the death of the spouse), the other part 
directly to the next generation heir. 
(2) Working in the opposite direc- 
tion, the estate owner can preserve the 
integrity of his estate and extend the 
time between estate taxes almost indefi- 
nitely by giving life-interests to succes- 
This is a 
taxpayers and 
counsel; it usually takes the form of a 


sive generations of heirs. 
great favorite among 
trust providing a one-package gift for 
the enjoyment of successive benefici- 
aries. Separate transfers for such bene- 
ficiaries would have involved several 
taxes, 

(3) The estate tax, gift tax, and in- 
come tax are badly correlated. The 
three taxes are interrelated, and com- 


mon rules for the most part should ap- 
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ply to all three. Wide diversity of 


treatment occurs, however, accounted 


for probably by the piecemeal develop- 


ment of these taxes. Great confusion, 
as well as avoidance, attends the use of 
the trust instrument in myriad forms. 

As is usually the case with crude 
taxes, the estate tax is both too harsh 
and too lenient, though the paucity of 
its yield suggests that it errs most on 
the latter count. The proper area for 
leniency is in transfers between spouses 
and between parents and minor chil- 
dren. It is here that claims of equity 


in death taxation are weakest. Conces- 
sions, however, can and should be al- 
lowed in such manner as not to dis- 
member the estate and make a shambles 
of the progressive scale. 

It is here proposed that a federal in- 
tegrated transfer tax be adopted and 
that this tax incorporate two novel 


principles.’ 
The Family-Unit Principle 

The first, the family-unit principle, 
is a logical extension of the “ income- 
splitting ” device of the current federal 
personal income tax. Husband, wife, 


and any minor children are included 


within the family unit (FU) for tax 
purposes. The total income received by 
all members of the FU is taxed as a 
single sum, i.c., a compulsory joint re- 
turn (in our opinion preferable), or is 


IWe assume that the reader is familiar with the 
general concept of an integrated transfer tax, which 
inter vivos and testa- 
donor de Federal 
A Proposal for Integration 


(Wash- 
1948). 


includes in one tax base all 


mentary gifts of a dent. See 
Estate and Gift 
and for 
ington: U. § 


Although we are primarily interested in the taxation 


Taxes, 


Correlation with the Income Tax 


Government Printing Office, 


of gratuitous property transfers the proposal in- 


cludes recommendations for the coordination of an 


integrated transfer tax with the personal income tax. 
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taxed as two incomes each equal to one 
half of the FU total, i.e., the income is 
“split” once.” 

All property transfers within the 
family unit are exempt from the inte- 
grated transfer tax. Any transfer by 
any member of the FU to an outsider 
is accumulated into a single tax base. 
The FU is treated as an_ individual 
donor subject to the same rates, exemp- 
and When 
each child reaches majority, he leaves 
the FU and a transfer tax settlement is 
made on his behalf by the FU." The 
value of all property owned by the 
child as of the date of his majority is 
determined.* From this sum is sub- 
tracted the value of any property which 
can be directly traced to sources with- 
out the FU. This remainder may be 
further reduced by reason of the per 


tions, annual exclusions. 


child exemption if the family elects to 


* The 


bases for each member of the FU without eliminat- 


income cannot be split into separate tax 


ing the advantages of the FU device. Regular per- 
sonal exemptions, hewever, can and should be al- 


lowed for each member of the FU 


3 The family should be allowed within limits to 
select the year of tax majority for each child; an 
appropriate range might be from 17 to 23 years. 
his would permit FU taxation to be in force over 


the approximate period when the child is actually a 


member of the FU. 
+} 


, 
Some youths, for example, be- 


gin their independent financial lives as soon as they 


are allowed to terminate their formal schooling. The 


minimum majority age would enable them to as- 


sume their status as separate taxpayers as early as 


reasonable On the other hand, there are youths 
1 

who are principally supported by their parents until 

, 

the completion ot educati m oor their 


ifessional life. If 


allowed to remain as members of 


the ir college 


, 
establishment in business or pr 
these youths are 


the FU through this period, the maintenance pro- 


vided by the parents is not a taxable transfer. 


which the child 


the child receives 


4 The full value of any property 


is entitled to use or from which 


the income is also included This is required to 


supplement the accumulating-charge principle dis- 


c ussed below. 





No. 4} 


apply any or all of it at this time.” The 
final remainder is taxed at the transfer 
tax rate currently applicable to the FU. 

In the average situation no transfer 
tax liability will arise on account of 
property which the youth may have ac- 
quired through his own personal serv- 
ices. ‘This is a result of setting the per 
child exemption in excess of the amount 
that the average youth would be able to 
save from ordinary after-school and 
summer employment. 

In the rare case where the child has 
received a large income, e.g., as a radio 
or motion-picture performer, there is 
little significance to the charge that he 


is paying a second tax upon his “ earn- 


ings.” ° The first tax is a regular in- 
come tax paid by the FU upon the FU 
income. The second is an excise tax 
upon the child’s privilege of beginning 
adult life with a sizable store of worldly 


Zoe »ds.7 


® The 


transfer tax is a policy 


exemption pattern under an integrated 


matter not to be decided 
here. For purposes of illustration we assume that 
each individual and each FU are allowed: (1) For 
each natural or legally adopted child a $10,000 ex- 
emption for infer vivos gifts and/or final bequests, 
(2) a general exemption of $10,000 for inter vivos 
gifts and/or final bequests, and (3) for each donee 
in annual exclusion of $1,000 for infer vivos gifts, 
subject to a $10,000 maximum tor any one year. 


6 A minor who receives annual personal service in 


come of more than two or three thousand dollars 
same nse that Rin 
salary. It result 
ral ability, exceptional luck, ind 


a , | 
earns” this income in the 


lin-Tin “earned” h from natu 


! 
in overly generous 


and indulgent soci:ty. The efforts required are prob- 


ably outweighed by the fun involved. 


. t ° 1 ! 
f it 1s impos ible to sustain the constitutionality 


7] 
of the provision for taxing the FU upon the value 


of the property 


which the child earned by his per 
sonal services, the proposed system can be modified 
to exempt any property which can be directly traced 
to the child’s own service income (which has not 
been obtained from a family-owned or family-con- 
trolled enterprise). This modification would not 
destroy the effectiveness of the FU system, but it 


would add to both compliance and enforcement 


costs. 
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Merits of the Family-Unit Principle 


A tax system embodying the family- 
unit principle offers many advantages 
over the present federal scheme. The 
FU plan permits the personal income 
tax to be effectively progressive with- 
out exceptions. It eliminates all (tax) 
incentive for spreading income among 
spouses and children and for the crea- 
tion of tax-avoidance family partner- 
ships. 


The FU principle also has the merit 
of solving more adequately than the 
marital-deduction provisions of the fed- 
eral estate and gift taxes the problem 
for which the latter were designed. Al- 
though the marital deduction recog- 
nizes the legitimate claim of any spouse 
to family property which is held in the 
name of the other spouse, it goes only 
halfway in allowance of the claim. 
Even this limited privilege is accom- 
panied by the confusion and complex- 
ities of the terminable interest rule.® 
This requirement, for example, makes 
it impossible for the husband to leave 
his wife a life interest in his property 
and still be certain that his children will 
Under 


the FU principle the husband can create 


receive the remainder interest. 


a trust with the assurance that his wife 
will receive whatever she needs during 


her lifetime and that his children or 


other designated beneficiaries will re- 
ceive the remaining corpus aad any ac- 


cumulated income. No transfer 


tax 
will be due during the wife’s lifetime. 

The complete tax freedom of intra- 
family transfers under the FU method 


% For the marital deduction to apply, the property 
must be transferred outright or according to speci- 


fied requirements which give the recipient spouse 
control amounting to full ownership. See 
Revenue Code, Section 812 (e) and 


(a) (3). 


Internal 


1004 


Section 
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does not, however, permit the nominal 
ownership of family property to be ma- 
nipulated in such a manner that the 
progressivity of the transfer tax system 
is defeated. All property transferred 
by any member of the FU to an out- 
sider is accumulated into a single tax 
base. Thus the FU plan gives the 
family the utmost freedom to use and 
enjoy all the property owned or ac- 
quired by any of its members; yet when 
the government presents its claims, it 
does not find the property so well dis- 
tributed that the upper tax brackets are 
largely deserted.” 

The FU principle, it should be noted, 
solves the vexing problem of granting 
equal treatment to all citizens irrespec- 
tive of their domicile in community- 


property or common-law states. 
The Accumulating-Charge Principle 

It is necessary at this point to intro- 
duce the term “ charge”’ as used in this 
discussion. The charge of any tax en- 
tity (a single individual or a family 
unit) amount of taxable 
transfers that have been made by the 
member(s) of that particular tax entity 
as of a given date. When a youth 


reaches majority and leaves his FU, his 


is the total 


charge is zero. As long as he remains 


single, any taxable gift made by him 


thereafter adds to his individual charge. 


Upon marriage the charges of each 
spouse are added and the total divided 
by two to give the charge of ‘the new 


Y Under 


possible. 


present conditions a ‘4-way split” is 
While living the husband-father can give 
one quarter of his property to his children and one 
quarter to his wife (with advantage of the gift tax 
marit il deduction) Upon his death he ean leave 
another quarter to his children and the final quarter 
to his wife (with advantage of the estate tax marital 


deduction). 
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FU. Any subsequent gifts by either 
spouse or by any minor child add to the 
FU charge. When one spouse dies, the 
survivor retains the FU charge as his in- 
dividual charge, or if there are minor 
children he continues as head of the 
same FU." 

The second principle proposed for in- 
corporation in an integrated transfer 
tax is the accumulating-charge princi- 
This calls for a full transfer tax 
upon every transfer of any beneficial 
Beneficial in- 
terest includes a right to income from 


ple. 
interest in any property. 


or occupancy of property as well as un- 
limited ownership of property, but it 
excludes powers of appointment and 
control 


management exercised by a 


trustee.'' When a full owner of prop- 
erty makes the initial transfer, he is 
taxed according to his current charge. 
Each additional (except a 
transfer of beneficial interest back to 
the grantor) pursuant to a trust estab- 
lished by the original grantor creates 


transfer 


10 Tn the event of divorce each party must retain 
as his individual charge the charge of the FU as of 
the date of divorce. W hen a widow or widower re- 
marries (a nondivorcee), the charge of the new FU 
is computed in the same manner as for a first: mar- 


When a 


charges of both parties are simply 


riage. divorcee remarries, however, the 
idded to give the 
new FU charge. In cases of marriage, divorce, and 
death the per child and general exemptions can be 
treated in the same manner suggested tor treatment 
of the individual or FU charge. If minor children 
lose both parents, they would be adopted into other 
family units or they could continue as the same FU 


under their legal guardian. 


11 ff 


porate trustee) has any 


an indvidual trustee (as opposed to a cor- 
power or control over the 
trust corpus that is advantageous to him personally 
in any manner whatsoever, the transfer to the 
trustee should be considered a separate transfer and 
taxed to the grantor accordingly. Treasury 


lations 111, Section 29.22 


Regu- 

(a)-21(e) demonstrates 

that such a provision is not beyond the realm of ad- 
‘ 


ministrative practicability. 
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transfer tax liability against the trust 
property. '~ 
determined by the current charge of 
the original grantor. 


The rate, however, is still 


His charge con- 
after his 
death as long as there is any property 


tinues to accumulate even 
subject to his direct or indirect con- 
trol.!* 

Let us illustrate the above rules with 
the case of grantor A who has already 
$100,000 
He 


now creates a trust with a principal of 


accumulated a charge of 


through previous infer vivos gifts. 


$50,000 giving his daughter the income 
for her life and the remainder to her 
children. Grantor A is immediately 
liable for a tax upon the transfer of the 
The 


tax is upon $50,000 at the rates apply- 


beneficial interest to his daughter. 


ing to transfers between $100,000 and 
$150,000. 
Grantor A predeceases his daughter and 
$120,000. 
The tax due is paid from the estate and 


His charge is now $150,000. 


leaves a taxable estate of 


brings his charge up to $270,000. Upon 


the death of his daughter there is a trans- 
fer of beneficial interest of $50,000 to 
the remaindermen. The trustee must 
the the 
amount necessary to pay the tax on a 
$270,000 to $320,000 transfer.'! 


deduct from trust corpus 


12 The proposal ipplies to legal life-estate-remain 
should be 


* trust 


ders as well as transfers in trust. It 


understood that the terms “ trust,” prop 


erty,” etc. include the comparable elements of the 


life-estate-remainder device. 


IS Tf the 


charge of the 


grantor is a member of a FU, it is the 
FU which accumulates and determines 
the tax rate upon the later transfers. This accumu- 


lation continues indefinitely, even if both spouses 


are deceased. Upon divorce or remarriage of the 
surviving spouse, however, the charge of the FU as 
of that date becomes independent ot any subsequent 


transfers by the divorced or remarried spouse. 


14 The remaindermen may elect to pay the tax in 


order to retain the trust property intact. If any 
other party pays the tax on behalf of the trust, that 
party must pay a transfer tax upon the amount of 


the transfer tax payable by the trust. 


. 
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The beneficiary of income currently 
distributed that for 
purposes of his regular income tax. In- 


includes 1icome 


come currently accumulated is taxed to 
the trust at the rates which would ap- 
ply if the income had been added to 


that of the grantor for the given year.’ 


15 In other words, the income is considered to be 


received by the grantor, but the liable tor 


the tax. If the 
on behalf of the trust, he is liable for a transter tax 


1 gift equal to the 


trust is 


grantor elects to pay the income tax 
I 


upon amount of the income tax 


payment. It the grantor has more than one trust 


which is accumulating income, mn average rate at- 


tribut ible to tot il accumulated trust income 8 cCome- 


puted Each trust pays a tax upon its accumulated 


trust income using this average rate 


A problem irises as to the most suitable method 
umulat ng on the 


would 


highest 


of ‘taxing income which is ack 


orders of a deceased grantor One solution 


be to impose the tax at a rate equal to the 


bracket rate of the personal income tax. It should 
ipply to in- 


be noted that this provision would not 


} 
accumulati 4 r the 


children. If it is believed 


come benefit of one’s spouse or 
that such a 


though ] mited 


own minofr 


provision is Cx essively har h (even 


to cases which would normally arise but infrequently 


and which usually could be avoided without seri- 


ously restricting the freedom of a grantor to make 
legitimate disposition of his property), the following 
exception could be made to the hig he t bracket rate 


rule: When the 


nated living beneficiary, the 


income is accumulating for a desig- 
trust income is tax ible 
at the rate which would apply if it were added to 
the current income of the designated beneficiary 
The transfer tax and the income tax would be 
applied as follows in the case of a trust under which 


ncome is for a time pa d out, later 


accumulated, id 


When the income i 


transfer tax is due 


still later again paid out: first 


paid out, a from the grantor. 


seneficiary A who receives all the income pays the 


income tax. Next the income is accumulated for a 


period, the trust paying the income tax. If the ac- 


cumulated income is thereafter paid over to any 


sarty (ether than the grantor), a transfer tax is 
i 


due If the accumulated income, on the other hand, 
held 
} 


corpus and the 


is thereafter separately from the main trust 


income from the original corpus 1s 


paid to beneficiary A, there is no transfer tax due at 


that time. If the accumulated income is thereafter 


added to the corpus and the income from the sup- 


plemented corpus is paid to beneficiary A, a transfer 


tax is due on the amount ot the accumulated in- 


come; if it is paid to a different beneficiary, a trans- 
fer tax is due on the amount of the supplemented 


corpus. (Accumulated trust income is not, of 


course, enjoyment of a beneficial interest by the 


trust.) 
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Two exceptions to the general rules 
stated above are permitted. These favor 
the property owner but do not conflict 
with the rationale of the accumulating- 
charge principle. First, no transfer tax 
liability arises upon a return of benefi- 
cial interest to the original grantor. If 
he disposes of the property a second 
time, there will be a second transfer tax. 
If he consumes the property (very un- 
likely in any case involving substantial 
amounts of property) so that a second 
transfer tax is avoided, he will have 
paid the original transfer tax as com- 
pensation for income tax avoided. 


The second privilege allows an excep- 


tion to the general rule that every 
transfer of beneficial interest gives rise 
to a transfer tax. An illustration will 
best indicate the nature of this excep- 
tion. Perhaps the grantor desires to 
create a trust which will allow him to 
distribute the income among his chil- 
dren as he sees fit. Under the general 
rule if son A received all the income 
for a period, then son B received all the 
income for a subsequent period, and 
the 
there would be a transfer tax upon each 
of the three shifts of beneficial interest. 
There would be additional tax if son A 
were again allotted a portion of the in- 


later son C received all income, 


come. Such a rule would make trans- 
fers of this nature prohibitive. The ex- 
ception provides that only one transfer 
tax is due when the income from o¢ the 
use of a single trust corpus is enjoyed 
by the members of a distinct one-gener- 
ation class, e.g., children, brothers and 
sisters, grandchildren, or nieces and 
nephews. In other words, in the above 
case there is but one transfer tax as long 
as the income is distributed to one or 
more of the grantor’s sons. This exctp- 
tion permits the grantor a large meas- 
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ure of discretion in directing income 
according to particular needs at par- 
ticular times; yet it does not conflict 
with the model of outright transfers. 
The grantor could give his sons prop- 
erty outright and pay a single tax. 
Under the exception he is allowed to 
give them as a group the income from 
property for a time and later the prop- 
erty outright—all for a single tax. 
Equal treatment is the result. 

The basic simplicity and equity of 
the accumulating-charge plan is illus- 
trated in its application to powers of 
appointment. Under the proposal it is 
immaterial who grants a power, who 
holds a power, the type of power, or 
the duration of the power. By making 
each transfer of beneficial interest the 
key to the system, the problems of who, 
how, and why disappear. Only a deter- 
mination of when is necessary. Thus 
the grantor or any person or persons of 
his choice may have the power to guide 
the devolution of his property. There 
is no tax because such powers exist; 
there is a tax only if an actual transfer 
of beneficial interest occurs. The tax 
when due, it should be recalled, is not 
paid by an individual who holds or ex- 
ercises a power. It is paid by the 
grantor or is deducted from the trust 
corpus. 

The proposed system can also be ap- 
plied simply and consistently to joint 
property interests and to life insurance, 
Most 


problems of the former are actually 


annuity, and similar contracts. 


solved by the FU principle since most 
joint holdings exist between spouses. 
In cases involving separate individuals 
(or family units) the following treat- 
ment is suggested. A transfer of real 
estate by one party to himself and an- 
other as joint tenants is taxed to the 
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donor at one half of the value of the 
property. Upon the prior death of the 
donor his estate is taxed upon the other 
one half of the property, which now 
passes to the surviving joint tenant. 
Upon the prior death of the donee, 
however, there is no further transfer 
tax. 
such as securities or bank accounts by 


A transfer of intangible property 


one party to himself and another to be 
held jointly is taxed to the donor upon 
the full value. 
is necessary at the 


No further transfer tax 
death of either 
tenant. 

For the taxation of life insurance and 
annuities it is necessary to know only 


When the 


proceeds first become due, whether at 


who paid the premiums. 


the death of the insured or otherwise 
and whether payable in lump sum or 
installments, their present value is tax- 
able. 
the premiums directly or indirectly, the 


If more than one party furnishes 


tax liability is apportioned accordingly. 
The donor, his estate, and FU are pri- 
marily liable for the tax, but if neces- 
sary it may be collected from the pro- 
ceeds. 

Any system based on the integrated- 
transfer-tax principle must either make 
some concessions to inter vivos gifts or 
must be willing to take the responsibil- 
ity of discouraging donors from mak- 
ing property transfers during their life- 
times. It is recommended here that a 
discount based upon the donor’s age be 
allowed for inter vivos transfers.'” In 
the case of such a gift from any mem- 


16 The discount probably should be limite 


specified age range. Perhaps 40 years of age would 


be appropriate for beginning the discount progres- 


sion. Any donor 40 years of age or younger would 


receive the maximum discount. For each year in ex 


cess of 40 years the discount would be decreased 


slightly. Perhaps 65 years of age would be ap- 


propriate for the minimum discount. Any donor 


over 65 would receive no discount. 
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ber of a FU, the discount should be 
based upon the age of the younger 
spouse, 
Merits of the Accumulating-Charge 
Principle 

The 


charge principle of transfer taxation 


merits of the accumulating- 


are many. Its major contribution is the 
complete elimination of the discrimina- 
that 

outright 


treatment favors 


settlements 


tory property 


over transters. 


The proposed system also ends the 


fruitless search for a single taxable 
event which is currently required. In 
the case of certain infer vivos transfers, 
for example, there is the question of if 
and when a completed gift has been 
made. Under the proposal cach trans- 
fer of beneficial interest is taxed. 

Tax liability under the accumulat- 
ing-charge system is based upon what 
actually happens, not upon what might 
happen. A property owner may retain 
full or partial control over his property 
or he may give to others various powers 
of control and privileges of potential 
enjoyment without giving rise to any 
tax liability. 
toward the ideal of a tax system which 


This represents a big step 


permits a taxpayer to make his decisions 
independently of the tax consequences. 
He can prepare for any eventuality 
without incurring a tax. If a need 
arises, it can be met and a tax paid; if 
no need arises, there will be no tax. 


Under the 


amount of tax is determined according 


proposed system the 
to the financial history of the individ- 
ual who orders the disposition of the 
property. The person who exercises a 
power of appointment, for example, is 
merely executing plans designed by the 
original grantor. There would be little 


reason for computing the tax on the 
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property so disposed on the basis of his 
transfers, past or present. It is logical, 
however, to insist that he who directs 
and devolution of property 
should know that his decisions deter- 


mine the amount of tax and therefore 


the use 


the amount of property which will fi- 
nally pass to his heirs. The farther into 
the future he attempts to control and 
direct property, the smaller the amount 
It should be 
remembered that those who will find 


of property that remains. 


this method of taxation to be harsh are 
those who attempt to circumvent the 
normal patterns of property disposi- 
with 


Fair alternatives 


favorable tax consequences, however, 


tion.!* more 


are available to them. 


The Proposed System in Practice 


Administration of an integrated 
transfer tax incorporating the family- 
unit and accumulating-charge princi- 
ples probably would be no more diffi- 
cult than is the administration of the 
present federal gift and estate taxes. It 
is true that the proposed system re- 
quires some additional records and re- 
porting, ¢.g., by trustees when benefi- 
cial enjoyment of the trust corpus is 
times, but it also 


transferred several 


eliminates the need for separating genu- 


ine inter vivos gifts from transfers in- 
tended to take effect at death, the need 
for a death tax credit when a gift tax 
has been paid, the confusion of marital 
Both taxpayer and ad- 
ministrator gain from the new, definite 


deductions, etc. 


Wt is here maintained, for example, that it is 
not normal for the donor's grandchildren to receive 
property outright while the donor’s children (being 
limited to life interests) are never allowed the re- 
sponsibility and benefits of owning the property in 


full. 
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rules which are freed from the myth of 
a single taxable event. There is perfect 
coordination, it should be noted, be- 
tween the proposed transfer tax and the 
income tax. 

The revenue yield of the system here 
advocated would depend upon the rates 
of the new transfer tax, the form and 
level of exemptions, and the size of the 
discount granted for infer vivos trans- 
fers. It can be safely stated, however, 
that the revenue potential of the pro- 
posed system is substantially greater 
than that of the present gift and estate 
taxes combined. This results not only 
from introduction of a single integrated 
transfer tax and from closing most of 
the present notorious loopholes but also 
from the fact that the protective fea- 
tures of the family-unit principle per- 
mit rate and exemption levels that 
might otherwise be considered unduly 
harsh. 

The effects of the proposal upon 
property owners and their beneficiaries 
It is obvious that 
those who have been able to take the 
maximum advantage of current loop- 
holes will be the ones most affected. 
Yet all property owners will find some 
causes for rejoicing in features such as 


will vary greatly. 


tax-free intrafamily transfers, absence 
of penalties for retained powers which 
are never exercised, predictable rules, 
etc. A serious appraisal, however, does 
not call for a balancing of taxpayer 
The fun- 
damental merit of the proposed system 
lies in its recognition of the family as 
the economic and social unit, which it 
is in both fact and theory, in its equity 
as among taxpayers, and in its ability to 
raise substantial amounts of revenue 
without creating hardship. 


gains versus taxpayer losses. 





FEDERAL FINANCE IN INDIA 


RICHARD GOODE * 


pea, with a population of more 

than 360 million, is in that respect 
the largest country in the world with a 
Al- 


though the problems of federal govern- 


federal system of government. 


ment and finance are fundamentally 
the same in India as in other federal- 
isms, the subject takes on special inter- 
est because of the country’s ancient civ- 
ilization; colorful history; and cultural 
diversity as evidenced by differences in 
customs, language, and religion. Pov- 
erty and the government’s efforts to al- 
leviate it are the most pervasive eco- 
nomic influences on public finance. 

the 
likely persistence of questions of fed- 


Recognizing importance and 
eral-state fiscal relations, the authors of 
the Indian Constitution of 1949 incor- 
porated an article requiring the Presi- 
dent to 
after the new Constitution became ef- 


constitute within two years 


fective a finance commission to study 


these matters and thereafter to set up a 


new commission at the expiration of 
each fifth year or earlier if he considers 
necessary (Article 280). The first fi- 
nance commission was appointed No- 
vember 21, 1951, and submitted its re- 


* The author, an economist on the staff of the 
Fund, 


member of a Fund mission to India. 


International Monetary recently served as a 
Opinions ex- 
pressed in this article are his own and do not neces- 


sarily reflect the official views of the Fund. 


port December 15, 1952." The Com- 
mission was responsible for recommen- 
dations to the President as to: (1) divi- 
sion between the central government 
and the states of the proceeds of taxes 
subject to sharing, principally the in- 
dividual income tax and central excises; 
(2) principles that should govern dis- 
tribution of grants-in-aid from the 
center to the states; and (3) amounts 
to be distributed to four jute-produc- 
ing states in lieu of the former assign- 
ment to them of a share of the proceeds 
of export duty on jute. 

The 


much useful factual material as well as 


Commission’s report contains 


a statement of opinions presented to it 
and its own recommendations. These 
recommendations were immediately ac- 
cepted by the Government of India.” 
This article consists primarily of a sum- 
mary of the Finance Commission’s re- 
port and a few observations on the roles 
of the and the 


central government 


1 Report of the Finance Commission, 1952 (New 
Delhi: India Press, 
198 Members of the Commission were Mr. K. C, 
Neogy (Chairman), Mr. V. P. Menon, Justice R. 


Kaushalendra Rao, Dr. B. K. Madan, and Mr. M. V. 
(Member-Secretary). Mr. 


Government of 1953) pp. u, 


Rangachari Menon re 
signed in February, 1952 and was replaced by Mr. 


V. L. Mehta. 


“Budget of the Central Government, 1953 1954, 


Finance Minister's speech, Part A, p. 11. 
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states in financing India’s first five-year 
plan for economic development. 


History of Central-State Financ ial 
Relations 


In the past century India has passed 
through a series of remarkable changes 
in fiscal relations between the central 
government and the provinces or states,” 
for the ter- 
ritory that was formerly British India 


This experience includes 


periods of almost complete centrali- 
zation, separation of revenue sources, 
provincial contributions to the center, 
revenue sharing by the center, and fi- 
nancial leadership by the center with 
equalizing grants-in-aid to the states. 
One notable omission from this history 
is the type of tax competition that has 
arisen in many federalisms out of the 
simultaneous levy by central and state 
governments of the same major taxes. 

Indian federalism has evolved slowly 
out of a highly centralized system. 
One Indian student has observed that 
in the Indian Union federation was the 
result of a process of disintegration, 
whereas in the United States, Australia, 
Canada, and Switzerland federalism was 


the outcome of a process of integra- 


tion.’ Amalgamation of the Indian 
States with former British India, after 
independence, however, appears to be 
an example of integration in the classic 
tradition of federalism. 

When authority was transferred in 
1858 from the East India Company to 
the British Crown a unitary fiscal sys- 


tem was established. The next sixty 


3 | his brief 


the Finance Commission report but also draws on the 


historical review is based mainly on 


contained in P. J. 
Federal Finance in India 


University 


more comprehensive treatment 
Thomas, The Growth of 
(Madras: Oxford 
1939). 


Press, Indian Branch, 
4R. N. 


nance,” Economic 


Bhargava, “ The Theory of Federal Fi- 
Journal, LXIIT (1953), 84. 
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years, terminating with the Govern- 
India Act of 1919, were 
marked by a gradual but progressive 
shift of financial authority from the 
center to the provinces. 


ment of 


At the begin- 
ning of this period the central govern- 
ment exercised complete control over 
provincial revenues and expenditures. 
The provinces at first received fixed 
Later a 
system of “ financial settlements ” arose 


grants for specific purposes. 


under which the provinces received a 
fixed, but not a uniform, proportion of 
the main revenues collected within their 
borders. Finally, an arrangement for 


“divided heads” of revenues was 


adopted. Although the central govern- 
ment retained nominal control, the pro- 
vincial governments actually assumed 
responsibility for the revenue which 
they administered. 

Under the Government of India Act 
of 1919 complete separation of revenue 
between the and the 
provinces was contemplated. Customs 
duties, income tax, and certain stamp 


sources center 


taxes were to go to the center; the prov- 
inces would have exclusive use of ex- 
cises, land taxes, irrigation charges, and 
Inasmuch as 
it was estimated that this assignment 
would be 


certain minor revenues. 


insufhcient for the central 
government, the provinces were to be 
required to make financial contributions 
to the central government. An expert 
committee appointed to advise on the 
amounts of the contributions recom- 
mended that initial contributions be 
based on the increased revenue enjoyed 
by the provinces under separation of 
sources and that this arrangement be 
gradually supplanted by a standard 
contribution based on taxable capacity. 
The scheme met with objections from 


the provinces. The standard contribu- 
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tion never came into effect, and the ini- 
tial contributions were abolished from 
1928-1929 after having been suspended 
for 1927-1928 and partly remitted for 
several earlier years. The idea of com- 
plete separation of sources had an even 
shorter life: a plan for sharing of in- 
come tax revenue was adopted in late 
1920. 
was to receive a small fraction of any 


Under this plan each province 


increase in assessed income in the prov- 
ince above the 1920-1921 level. 

The division of revenue seurces and 
the arrangement for sharing of income 
tax adopted after 1919 were criticized 
on the grounds that the revenues as- 
signed to the provinces were too in- 
elastic to meet their needs and in par- 
that the 
were not allowed to benefit adequately 


ticular industrial provinces 
from business activity in these areas. 
Several proposals for modification were 
discussed, but the system remained in 
effect without fundamental moditica- 
tion until adoption of the Government 
of India Act, 1935. 

Under the 1935 act the provinces 
were assigned the agricultural income 
tax. (Agricultural income is not sub- 
ject to the general income tax in India.) 
The provinces were also assigned half of 
the net proceeds of tax on nonagricul- 
tural income. This share was distrib- 


uted among provinces according to 


fixed percentages, determined originally 
on the basis of residence of taxpayers 
Provision also 


and population. was 


made for sharing of export duties on 


jute with the jute-growing provinces 
and for grants-in-aid. The provinces 
retained exclusive use of land 
Excises were divided. During the war 
the center was allowed to retain a part 
of the provincial share of income tax. 

Adoption of the Constitution under 


taxes. 


FEDERAL FINANCE IN INDIA 363 


which India became a repubfic, although 
the British 


Commonwealth, in 1950 opened the 


remaining a member of 
current chapter of central-state fiscal 
relations. The Constitution embodies 
essentially the same scheme as the Govy- 
ernment of India Act, 1935, but does 
not specify the proportion of income 
tax to be distributed to the states or the 
formula for its allocation among states. 
A temporary award was made, to be in 
effect for two years, until the first fi- 
nance commission could bring in its re- 
port. The Constitution also authorized 
sharing of central excise tax revenue, if 
Parliament by law so provides, but at 
the outset no sharing arrangement was 
made. 


Trends in Central and State Revenues 


In the 1920’s and 1930's the taxes 
administered by the central government 
proved to be considerably more elastic 
than the revenue sources assigned eX- 
With the 
growth of the public budget and the 


clusively to the provinces. 


increase in the price level in the war and 
immediate postwar years this difference 
became even more marked. The devel- 
opment, which is attributable to changes 
in both the tax base and tax rates, is 
traced in the following indexes of total 
revenue of central and provincial gov- 
ernments: ” 


Fiseal Year 


1921-1922 100 100 
1929-1930 138 119 
1936-1937 119 112 
1937-1938 126 113 
1944-1915 516 254 
1946-1947 534 304 


Center Provinces 


* Central revenues include share of income tax 


and jute duty assigned to provinces and exclude 


provincial contributions (in 1921-1922). Provincial 
center in the 


See Report 


revenues exclude receipts from the 


form of shared taxes and grants-in-aid. 
of the Finance Commission, 1952, p. 30 





364 


Statistics for more recent years cannot 
be directly compared with the above 
figures because of partition of India and 
incorporation of former quasi-inde- 
pendent states into the Indian Union. 
But the available evidence shows that 
central revenues have continued to ex- 
pand at a considerably more rapid rate 
than state revenues from own sources. 

The inelasticity of state revenues is 
due largely to heavy reliance on land 
taxes and stamp taxes and to the in- 
flexibility of irrigation charges in a pe- 
riod of rising prices. India experienced 
a considerable inflation during World 
War II and the immediate postwar pe- 
riod. In mid-1953 the wholesale price 
index stood at approximately 334 times 
its 1939 level." 
agricultural prices have risen more than 


As in most countries 


Land taxes have 
(Almost all 


state land taxes are on agricultural land; 


the general average. 
not kept pace with prices. 


urban land is subject to local rates for 
the support of local government.) In 
the seven states for which roughly com- 
parable statistics are readily available, 


land tax receipts increased only about 
§0 per cent from 1938-1939 to 1951- 
1952, whereas in the later year the all- 


India index of wholesale prices of major 
agricultural commodities averaged more 
than 1938-1939 level.’ 
In 1952-1953 agricultural prices re- 


514, times the 


ceded, but the index still averaged 449 
(1938-1939 100). 


up for declining real revenues from 


In order to make 


land taxes and also to offset the fiscal 


Fund, International Fi 
1953, pp. 96 97. 


®8 International Monetary 


nancial Statistics, August, 


7 Reserve Bank of India, Report on Currency and 


1951-1952, pp. 210-211; Reserve Bank of 
India Bulletin, June, 1952, p. 500. 


Finance, 


8 Reserve Bank of India Bulletin, May, 1953, p. 
443, 
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effects of prohibition of alcoholic bever- 
ages, which has been adopted in some 
states, several states have imposed sales 
taxes in recent years. The states have 
also benefited from a substantial in- 
crease in the size of their share of indi- 


vidual the 


central government. 


income tax collections of 

Changes in the composition of cen- 
tral and state revenues are summarized 
in Tables 1 and 2. For the central gov- 
ernment both income taxes and excises 


TABLE 1 
Composition or Centrat REVENUE: INDIA 
SELECTED YEARS 
(In percentages) 


1937- 
1938 


1944 
1945 


1946 
1947 


: 1951- 
source 1952 * 


100.0°% 100.0°% 100.0% 100.0% 


Customs 
Income taxes 

Corporation ‘. aon 7 : 20.1 75 

Other ** .... 146 18.0 17.0 
Excises 126 16.9 
Railways, posts 

and tele- 

graphs 7 
Other 


26.0 16.6 


* Provisional figures 
** Not of state share 
tax on corporate 
stockholders when profits are 


» includes normal income 
which is eredited to 
distributed. 


profits 


+ Net contribution to gene ral revenue S. 
Report of the Finance Commission, 


1952, pp. 32-33, 47, 162-163. 


Source: 


have increased in relative importance 
since 1937-1938. 
customs duties declined sharply during 


The contribution of 


the war owing to interruption of both 
imports and exports, but has recovered 
with the resumption of international 
trade and adjustment of duty rates. 


Distribution of Income Tax 
When the Finance Commission began 


its deliberations 50 per cent of net pro- 
ceeds of the individual income tax, ex- 
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TABLE 2 
Composition oF Stare ReveNve: INpIA 
SELECTED YEARS * 
(In percentages) 


1937 
1938 


1944 
1945 


1916- 
1947 


. 1951- 
source 1952 ** 


Total 100.0% 


Land tax 14.6 12.6 
Eexcises j 21.0 21.1 
Sales taxes .... olen 3.1 39 
Stamp taxes .. ou 3 
Fore sts and WT l- 
gation charges y : 7.3 
Other, own 
sources 
Devolutions 
from center: 
Income tax 
share . 12 
Jute. duty share : 
Grants-in-aid .. 36 1 


100.0% 100.06 


« 


12 

12 

4 
5. 


( 
67 


5 


ISO 


* Provinces of 
1944 1945, and 
states of the 


sritish India in 1937-1938, 
19416-1947; Part A and Part B 
Indian Union in 1951-1952, 
** Provisional figures. 
Includes tax on motor fuel, 
Includes taxes such as those on motor 
vehicles, entertainment and betting, electricity, 
transportation, and = professions and nontax 
revenue from fees, industries, transport, and 
civil works. For details for 1950-1951 and sub- 
sequent years, see K. S. Krishnaswamy, “ Fi- 
nances of Part A and B States,” Reserve Bank 
of India Bulletin, M iv, 1953, PP SS1-S82, 590 
391. 

§$ Grants in lieu of share in jute duty. 
Re port of the Finance 
1952, pp. 36-87, 49. 


* 
’ 

+ 

4 


Source: Commission, 
clusive of proceeds attributable to Part 
C states” and to taxation of central 
government emoluments, was assigned 
to the states. The 
tax” includes normal tax on corporate 
profits, which, as in the United King- 
dom, is credited to stockholders when 


individual income 


9 The Part ¢ 


formed 


States Comprise several small States 


trom tormer Indian States, Their finances 


are merged with those of the central government. 


Unless the context indicates otherwise, the word 
“states”’ as used in this 


article does not include 


Part C states. 


dividends are distributed. The super- 
tax or corporation tax on company 
profits is not subject to division with 
the states. Net proceeds of income tax 
are computed by deduction of  esti- 
mated cost of collection. Distribution 
among the states was according to a 
temporary award based on population 
and residence of income-tax-payers. 
Most states urged that the state share 
be enlarged. As might be expected, 
however, the states differed in their 
recommendations concerning the for- 
mula for distribution. One compara- 
tively prosperous state, which includes a 
large industrial area, maintained that 
the considerations governing distribu- 
tion of grants-in-aid should not be ap- 
This 
state held that the contribution of each 
state should be the main factor in the 
allocation formula and that industrial 
labor in the states should also be taken 


plied to sharing of income tax. 


into account in view of the special costs 
of government services necessitated by 
concentration of population and indus- 
trialization. Other states favored dis- 
tribution on the basis of population and 
still others asked for distribution on the 
basis of need. In at least one important 
respect, however, income tax sharing is 
simpler in India than in, say, Australia 
and Canada. In India the states have 
never been authorized to levy general 
income taxes. 

The Commission decided that it was 
undesirable to concentrate on income 
tax as “a balancing factor in the ad- 
justment of between the 
Centre and the units” but it conceded 
the propriety of a small increase in the 
state share. 


resources 


Accordingly, the Commis- 
sion recommended that the state shave 
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be raised from 50 per cent to SJ per 
cent. The report does not elaborate the 
Commission’s reasons for rejecting the 
claims for a larger increase in the state 
share. It may have been influenced by 
the rather generally accepted opinion 
that a cyclically sensitive tax is more 
appropriate for a central government 
than for state governments. Further- 
more, the central government retains 
more independence of action and is able 
to exercise more effective leadership 
take the form of 
grants than when they constitute a 


when devolutions 
fixed percentage of the yield of a major 
tax. 

As regards the distribution of the state 
the had 
broadly speaking, three main types of 


share Commission before it, 
suggested criteria—contribution, need 
as indicated by population alone, and 
need as indicated by factors such as rel- 
ative per capita income and special re- 
Although the Commis- 
the 
contribution, it recognized that collec- 


sponsibilities. 
sion acknowledged relevance of 
tions are not an accurate measure of 
contribution in view of the economic 
interdependence of all sections of the 
country. The two largest cities, for ex- 
ample, are ports and financial centers 
which occupy a strategic position but 
which could not flourish without the 
support of the hinterland. With re- 
spect to need, the Commission felt that 
population is the most acceptable as 
well as the most readily available meas- 
ure. More refined measures, it believed, 
should be left for consideration in rela- 
tion to grants-in-aid. 

Accordingly, the Commission recom- 
mended that the state share of income 
tax be distributed on the basis of a for- 
mula giving weights of 20 to collections 
and 80 to population. It recommended 
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that the percentage shares be worked 
out according to this formula and be 
left unchanged for a period of years in- 
stead of having the formula applied 
anew each year. 

The states’ share of income tax in 
1951-1952, the last year of the old 
sharing arrangement, amounted to Rs. 
§27 million. Under the new arrange- 
ment it is estimated at Rs. 600 million 
in 1952-1953 and Rs. 597 million in 
1953-1954,"" 

Division of Central Excises 

Although the Constitution explicitly 
allows the sharing of excise tax revenue, 
no sharing arrangement was in effect. 
The central government was deriving a 
substantial amount of revenue from ex- 
cises, and the Commission decided that 
a portion of the revenue from these 
taxes should be distributed to the states. 
In selecting the taxes for division, the 
Commission recommended that sharing 
be restricted to a few excises on widely 
consumed commodities and that prefer- 
ence be given to taxes with compara- 
tively stable yields and relative immu- 
nity to variations in the customs tariff. 
On this basis it considered most suitable 
for division the tobacco, 
matches, and vegetable products (oils). 
As Table 3 shows, these duties account 
for about one-half of central excise rev- 
enues. 


taxes on 


The Commission recommended that 
40 per cent of the net proceeds of the 
shared excises be allocated to the states 
Without 
expressing itself on the desirability of 


on the basis of population. 


allocation on the basis of consumption 


10 Report of the Finance Commission, p. 188; Ex- 
planatcry Memorandum on the Budget of the Cen- 
tral Government for 1953-1954, p. 8. 
21 cents U. S. 


One rupee 
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of the taxed commodities, the Commis- 
sion pointed out that the statistical basis 
for this distribution was not available. 
It recommended that estimates of con- 
sumption be developed for the informa- 
tion of future commissions. 


TABLE 3 


Exetses: INpIA, 
1952 and 1953-1954 


CENTRAL GOVERN MENT 


1951 


(Percentage composition) 


1951-1952 = 1953-1954 
Tax 

(Actuals) (Budget) 
Motor fuel 
Kerosene Sees 
Sugar ey 9S 
Matches ‘6's 10.1 
Steel ingots ... 6 
Tires 
Tobacco ° ee eevee e ee 
Vegetable products (oils) 
Coffer 
Tea 
Cotton cloth 
Coal CESS 
Miscellaneous 
Deduct: refunds 


Total 


2.4 c 
3 


100.0 100.0% 


India, Earplanatory 
Budget of the 


1963-1954, 


Government — of 
Memorandum on the 
Central 


p. 5. 


Source: 


Government for 


Grants in Lieu of Jute Export Duty 


Special grants to the four principal 
states are intended to 
compensate for the that 
they formerly received of the central 
export duty on jute and jute products. 


jute-growing 


them share 


The Commission recommended a revi- 
sion of the ad hoc grants in effect for 
1950-1951 and 1951-1952. Although 
this subject is of considerable impor- 
tance in India, the only question of spe- 
cial interest for the foreign student is 
why the authors of the Constitution 
decided to discontinue the sharing of 
export duty. One characteristic of the 


export duty that may have been influ- 


ential and which became even more 
pronounced during the Korean War is 
the variability of yield owing to fluc- 
tuations in price and volume of jute ex- 


The 


ending of sharing of customs revenues 


ports and to changes in tax rates. 


may also have been considered a corol- 
lary of the division of powers under the 
Constitution, which allocates control 
over foreign commerce to the central 


government, 


Principles of Grants-in-Aid 


As shown in Table 2 the states in re- 
cent years have been receiving devolu- 
tions from the center amounting to 
to one-fifth of their 
total revenues. The greater part of this 


about one-sixth 


sum has consisted of shares of income 
tax revenue and jute duty (or grants in 
lieu of the duty). These shares provide 
unconditional assistance to the states. 
Since independence, roughly half of the 
total amount of grants-in-aid from the 
center to the states also appears to have 
been in the form of unconditional or 
block grants. The other half consists 
mainly of grants for development and 
postwar rehabilitation. 

The Commission adopted a pragmatic 
approach to grants, rejecting both the 
view that all grants should be uncondi- 
tional and the opposite principle that 
the central government should lay down 
specific requirements as to expenditure 
of ail funds distributed to the states. 
The principles that the Commission rec- 
ommended to govern grants-in-aid to 
the states can be briefly summarized: 


1. Budgetary needs should be the 
first criterion. 

2. Consideration should be given to 
the tax effort exerted by the state. The 
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Commission, however, suggested no at- 
tempt at elaborate measurement of ef- 
fort but confined itself to the remark 
that “ only in clear cases of inadequate 
taxation ” should assistance to a state be 
reduced. 

3. In order to give recognition to 
economy in expenditure, the central 
government should avoid giving the 
impression that it will underwrite state 
deficits. Aid should not be distributed 
in proportion to financial difficulties of 
the states because this would place a 
premium on extravagance and a penalty 
on financial prudence. 

4. Grants should help equalize stand- 
ards of basic social services. 

§. Grants should help states meet 
special obligations arising out of parti- 
tion, famine, and other problems. 

6. Grants may appropriately be given 
to further any purpose of national im- 
portance by encouraging and assisting 
the less advanced states to go forward 
with the desired services. 


Effects of Commission’s Recommen- 
dations 


The Commission applied its princi- 
ples in a forthright way, recommending 
approximately a one-third increase in 


devolutions to the states and a signifi- 
cant reallocation of central assistance. 
After taking account of the shares of 
central tax 
Commission concluded that seven of the 
sixteen states should receive general and 


income and excises, the 


unconditional assistance from the cen- 
It also recommended 
grants for aid to primary education in 


tral government. 


the eight states with the smallest pro- 
portion of the children between the ages 
of 6 and 11 actually attending school. 
(These proportions varied in 1951 be- 
tween 99 per cent at one extreme and 
11 per cent at the other extreme.) The 
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amount to be distributed is to double 
over the next four years and is to be 
distributed in proportion to the num- 
ber of children who were not attending 
school in 1952. 

Under the Commission’s recommen- 
dations three states will receive no rev- 
enue grants. Five states will receive 
only the grant-in-aid for primary edu- 
cation; and three, only general assist- 
ance. Two states will receive general 
grants plus grants in lieu of jute export 
duty; and two states, general grants 
plus educational grants. Only one state 
will receive all three types of grants. 

Table 4 summarizes the effects of the 
recommendations. _—Al- 
though only two states will not receive 
additional funds, there will be wide dif- 
ferences in the increases realized by the 
other states. 


Commission’s 


In general, the Commis- 
will substan- 
tially decrease differences in per capita 


sion’s recommendations 
transfers to the states, as might be ex- 
pected in view of the emphasis placed 
on population in the formulas for shar- 
ing income tax and excises. Per capita 
receipts of eleven states will be brought 
closer to the national average: six of 
these states have in the past received 
more than the national average and five 
less than the average. Three states will 
move farther away from the average; 
two of these have been below the aver- 
Two states will 
show no significant departure from 
their previous relation to the average." 

Data are not available for testing in 
a refined way the “ equalizing ” effects 
of the Commission’s recommendations. 
It is reasonable to assume, however, that 
the poorer states fare better under for- 


age and one above. 


11 These generalizations are based on estimates de- 
rived by applying the Commission’s recommendations 
to the years 1949-1950 to 1951-1952 and comparing 


the results with actual figures for these years. 
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TABLE 4 
DeEVOLUTIONS * TO STATES UNDER FINANCE 
CoMMISSION PLAN COMPARED WITH 
AveRAGE 1949-1950 To 1951- 
1952: INbIA 


Per Capita 
Amounts 
(Relatives) ** 


Amount 
te come- 
mende d 
as Per 
Cent of 
1949-1952 
Average 


Com- 
mission 
Recom- 
menda- 

tions 


154 

: 85 

Bombay 126 

Hyderabad > 3 78 

Madhya Bharat 2.433 7A 

Madhya Pradesh .. 125 f SO 

Madras 130 , 79 

Mvsore 107 2 165 
Orissa sist IS6 

Patiala & Mast Pun- 

jab States Union 106 
Punjab 111 
Rajasthan 2 S90 
Saurashtra 110 
Travancore-Cochin 100 
Uttar Pradesh .... 32 


West Bengal ; ) 156 
100 


* Shared taxes and grants-in-aid from current 
revenue (including grants in leu of share of 
jute export duty) 

** Based on 1951 census. A relative of 100 
indicates that the state receives the per capits 
average for the whole country; a relative of 
less than 100, less than the per capita average ; 
a relative than 100, more than the per 
capita average 
Derived from Report of the Finance 
1952, pp. 108-109, 160 


of more 


Source: 


Commission, 


mulas giving predominant weight to 


population and to proportion of chil- 


dren not attending school—both used 
by the Commission—than they would 
if distributions were based on the esti- 
mated source of tax collections. Rough 
estimates of 1949-1950 per capita in- 
come have been made for the nine Part 
A. states." 
mates Bombay, the only state that is ex- 


According to these esti- 


12 B. 
and Expenditure in India 


Essay on National Income 
(Madras: 


viser to the Government of Madras, 1949). 


Natarajan, An 
Economic Ad- 


569 


pected to experience a decrease in re- 
ceipts from the center, had a consider- 
ably higher per capita income than any 
other Part A state. The three other 
Part A states with per capita incomes 
above the median will also receive sub- 
stantially smaller increases in shared 
taxes and grants than the four Part A 
states with per capita incomes below the 
Within the groups, however, 
there is not a close correlation between 


median. 


need as indicated by estimated per 
capita income and expected increase in 
central assistance. It must be empha- 
sized again that the income estimates 
are admittedly very crude approxima- 
tions on the basis of meager data. 
Five Year Development Plan 

In the fiscal year 1951-1952 India 
embarked on a five year plan for eco- 
nomic development. The plan calls for 
a concerted effort by the central and 
state governments and by private busi- 
ness and individuals to raise the rate of 
and output, 
The goal is an 11 per cent increase in 
national income which, after allowance 
for the expected growth of population, 
will allow an 


saving and investment 


increase in income per 
head of only a little more than 4 per 
cent. Although this objective may ap- 
modest, its would 


mark a reversal of the trend of constant 


pear achievement 
or declining real income per head. 
This is not the place to summarize or 
appraise the Five Year Plan, but some 
comments on its implications for fed- 
eral finance are in order. The states are 
expected to assume a large share of re- 
sponsibilities for the plan. Some of the 
largest multi-purpose water projects, 
for example, are state undertakings. 
The central government, however, will 
assist in the financing of these and other 
state projects by means of loans and 
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capital grants. The formulation of the 
plan has already involved close collabo- 
ration between the and_ the 
states, and its execution will require 


center 


continued cooperation. 

The proposed distribution of devel- 
opment expenditures of central and 
state 
Table § and compared with expendi- 
tures in the year immediately preceding 


governments is summarized in 


the plan. The contemplated increase in 
the rate of expenditures for develop- 
ment purposes (including certain social 
services) is very large—approximately 
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rent revenues—or reduce nondevelop- 
ment expenditures—over the five years 
by an average amount equal to about 8 
per cent of their total 1950-1951 rev- 
enues and also to borrow a sizable sum 
(Table 6). 
ment expenditures have in fact risen 
since 1950-1951, the over-all increase in 
state taxation and borrowing will have 
to be still larger if state commitments 


Inasmuch as nondevelop- 


are to be met. The center is expected 
to supplement state resources by trans- 
fers equal to about one-half of the 


planned increase in current revenues of 


TABLE 5 
DeveLopMENT EXPENDITURES OF CENTRAL AND STATE GOVERN MENTS: 
INptA, 1950-1951 AND UNDER Five Year PLAN, 1951-1956 


(Billions of rupees) * 


1950-1951 Actuals 


Purpose 


Center 


0.02 


Oo 
are 


Agriculture and community development 
Irrigation and power 

Transport and communications AS 
Industry ... 07 
Social services including rehabilitation .. 23 
Miscellaneous Ol 


Total 


* Rs. 1 billion = U. S. $210 million. 


Plan, 1951-1956 


States? Total Center Statest Total 


a2 “ 1.86 1.74 3.60 
2.66 2.96 5.62 
4.10 : 4.98 
1.47 26 1.72 
1.91 we 4.23 

Al ; 52 


12.40 20.69 


f Including Part C states and Jammu and Kashmir. 


Source: 


40 per cent above the 1950-1951 level 
for the states and 140 per cent for the 
The increase in total (current 


center, 
and capital) expenditures is, of course, 
considerably smaller—about 10 per cent 
for the states and 25 per cent for the 
center.’> The Planning Commission 
has pointed out that this allocation of 
expenditures between the center and 
the states is to some extent arbitrary at 
this stage and that the final division 
cannot be accurately foreseen. 

To finance their share of the plan the 
states were called upon to increase cur- 

13:1950-1951 figures from Reserve Bank of India, 


Report on Currency and Finance, 1951-1952, p. 72. 


Government of India, The First Five Year Plan (New Delhi, 1952), pp. 96-99. 


the states. These transfers are in addi- 
tion to the shared taxes and current 
grants-in-aid recommended by the Fi- 
nance Commission. 
erament may be hard pressed to pro- 
vide funds for these transfers and to 
cover its own developmental and non- 


The central gov- 


developmental expenditures. The sched- 
uled reduction of sterling balances held 
in the United Kingdom, amounting to 
Rs. 2.9 billion over the five years 1951- 
1956, will, however, considerably ease 
this task. 

During the first two years of the 
plan, 1951-1952 and 1952-1953, cen- 
tral government expenditures under the 
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plan have equalled about one-fourth of 
the total planned for the five years; 
state expenditures, about one-third. A 
sharp acceleration of expenditures will 
be necessary if the plan is to be com- 
pleted by 1956. 
the central government has raised about 
two-fifths of the amount it is scheduled 


As regards financing, 


to get from domestic sources (other 
than credit creation) over the five years. 
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expected to be in a position to make up 
any deficiency in this item. Some rev- 
enue sources that are not fully exploited 
are available to most of the states, and 
there is still time to reach the planned 
objective. 
Conclusion 

The recommendations of the Finance 
Commission have strengthened federal- 


state fiscal relations in India. The revi- 


TABLE 6 
FINANCING OF GOVERN MENT DeveLopMENT Expenpirures: INpiA, 1950-1951 
AND UNDER Five Year Pian, 1951-1956 


(Billions of rupees) * 


1950-1951 Actuals 


Source 
Center T 


Current revenues O51 


Railway profits 
Domestic loans, 
Subtotal 
Assured external assistance 
Re sidual i 


Total 


* Rs. 1 billion= U.S. $210 millon. 
+ Center includes Part C states. 

{To be met by further 
creation, 


Kingdom is scheduled at Rs 29 billion, 1951 


States 7 


AG 


Plan, 1951-1956 


Total ‘enter? States f Total 
1.60 4.08 5.68 
1.70 rie 1.70 
53.96 5.20 
7.26 12.58 
1.56 nes 
6.55 6.55 


15.37 


20.69 


external assistance or additional taxation, borrowing, and credit 
Drawing down of sterling balances under the existing agreement with the United 
1956 


Source: Government of India, The First Five Year Plan (New Dethi, 1952), pp. 55, 62 


The central government has also trans- 
ferred to the states approximately two- 
fifths of the contemplated total of as- 
sistance under the plan. The states on 
the other hand, have raised only about 
one-fifth of the funds that they are ex- 
pected to find from their own sources 
over the five years." 

The problem of finding additional 
noninflationary sources of finance dur- 
ing the next three years will be crucial 
to the success of the Five Year Plan. 
The lag in state revenues is serious, and 
the central government can hardly be 

14 Planning Commission, Five Year Plan Progress 


Report for 1951-52 and 1952-53 (New Delhi, 
1953), pp. 7, 13, 1%. 


sion in arrangements for revenue shar- 
ing and grants-in-aid has significantly 
reduced differences in per capita trans- 
fers from the center to the states and 
effect. 


The important place of income tax 


has probably been equalizing in 


sharing in the scheme may, however, 
pose a problem in the future in view of 
the variability of revenue from. this 
tax. The Five Year Plan for economic 
development is an important instance 
of central-state fiscal cooperation. The 
joint effort of the central and state gov- 
ernments will be facilitated by the 
intergovernment fiscal institutions that 
have been built up in India over a long 
period of years. 





TOBACCO TAXATION IN 


WARREN 


OBACCO has been a familiar ob- 
ject of taxation since 1601, when 
James I laid the first special tax on this 


 drugge of late years found out.” To- 
bacco taxation as we now know it in 
the United States dates from 1862, and 
at one period in the 1870's, this source 
provided over one-third of total fed- 
eral internal revenues. Today over $2 
billion in tobacco taxes are collected an- 
nually by the federal government, 41 
states, the District of Columbia, and 
over 300 municipalities. Over 95 per 
cent of this amount is received from 
taxes on cigarettes. 

Although tobacco taxation at one 
time was the center of heated contro- 
versy in the United States, opposition to 
it has been negligible in recent years, 
and most postwar proposals to reduce 
or remove federal excises have excepted 
On the as- 
sumption that tobacco taxes will, there- 


those on tobacco products. 


fore, continue to play an important 
part in our revenue system, it is the 
purpose of this paper to examine their 
characteristics and to discuss ways in 
which their undesirable features might 
be ameliorated. 


Equity Considerations 


The voiced 
against tobacco taxes, as against excises 


° 


objection most often 
in general, is that they are regressive in 
It that 
groups pay in tobacco taxes a larger 


effect. is true low income 


proportion of their disposable incomes 


* The author is an assistant professor at Southern 
Methodist 


‘ « 
University. ¥ 
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LAW * 


And, 
although the undesirable potentialities 
of extreme progression in the tax sys- 


than do higher income groups. 


tem are currently receiving much at- 
tention, not even the most rabid foe of 
income redistribution has yet argued in 
favor of regression as a criterion for a 
good tax.! 

There are several possible answers to 
this charge of inequity. The orthodox 
reply is that tobacco is a luxury; and 
the mere fact that the consumer, what- 
ever his income level, has funds avail- 
able for expenditures on such a com- 
modity is evidence of taxable capacity. 
Few terms, however, are less easily de- 
fined than “luxury.” Cigarettes are 
obviously in an entirely different cate- 
gory from bread; but the recent ex- 
periences during the wartime cigarette 
shortage clearly indicate that cigarettes 
are far from being a complete super- 
fluity to many people. The great ma- 
jority of American families have some 
expenditure on tobacco, and a recent 
compilation by the Bureau of Labor 
Statistics of an “ essential ” family bud- 
get included large quantities of tobacco 
products.* 

1 Some, however, have minimized this objection. 
See, 
A Tax Program for a Solvent America, pp. 130, 132, 
182. 


for example. Committee on Postwar Tax Policy, 


2 Workers’ Budgets in the United States, Bureau of 
Bulletin No. March, 1948, 
Bulletin No. 1065 (1952). Ina 


to generalize about 


Labor Statistics 
See also B. Ba S. 


statistical attempt 


927 
the relative 
urgency of expenditure for different items, Kaplan 
ranked tobacco very high on a “scale of urgency” 


higher than such “ necessities” as clothing and 


(See next page) 
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However, there are more valid argu- 
ments in behalf of the fairness of to- 
bacco First, it should be 
noted that these taxes, as currently 
levied in the United States, are less re- 


taxation. 


gressive than some opponents contend. 
A recent attempt to allocate the total 
state and federal tobacco taxes by in- 


come groups reveals the following: 


Tobacco Taxes Collected 
in 1918S asa Percentage 
of Mone vy Income 
Received 


Spending Unit 
Income Brackets 


‘ 
G 


Under 81,000 1 
$1.000-S81 999 | 
$2 000-82 999 F Ra 
$3,000-S83,.999 ... = 11 
$1,000. 81.999 09 
$5,000-$7,490 «....... OS 
$7,500 and over ...... 04 


Total Jue OS 


To the extent that this provides an ap- 
proximation of the distribution of to- 
bacco taxes by income groups, it indi- 
cates that these taxes were roughly pro- 


portional below the $3,000 income level 


and regressive thereafter. 

Furthermore, we are confronted with 
the paradoxical fact that, while public 
Opinion in general tends to favor pro- 
gressive taxation, public opinion also 
favors tobacco taxation. In one sur- 
vey, only 1.1 per cent of the respond- 
ents agreed that tobacco taxes were 
while 8.4 


‘wrong in principle,” per 


education. A. D. H 
of Urban Families,” 
Assoc., March, 1938. 


Kaplan, “ Expenditure Patterns 
Journal of the Amer. Statistical 


3 This table is based on the well-known estimate 
by Musgrave et al., “ Distribution of Tax Payments 
1948,” Na 


Adjustments 


by Income Groups: A Case Study for 


tional Tax Journal, September, 1951. 
in Musgrave’s estimates have been made for the fact 
that the expenditures of the lower income groups in- 
clude most of the low tax snuff and chewing tobacco. 
Also, unlike Musgrave, the table includes the gross 
state taxes paid by consumers (including discounts 
on tax stamps given to tobacco dealers), rather than 


the net amount received by the states. 
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cent described income taxes in this 
way.’ One possible explanation of this 
paradox lies in the fact that a large seg- 
ment of the population apparently still 
regards tobacco consumption as a some- 
In another poll, 


the 


what dubious habit. 


for example, almost one-half 
smokers polled stated that they regarded 
smoking as harmful,°® and the “ peculiar 
human tendency to welcome outside 
punishment of one’s vices and the fer- 
vor of the self-righteous to make other 
people’s vices expensive” ° may help to 
explain why a democratic people have 
raised so little objection to heavy taxa- 
tion of one of their favorite commod- 
ities. Whatever the reason, the fact re- 
mains that a majority of the public ap- 
parently regards the tobacco tax as a 
fair tax; and, “ At bottom the ideas of 
fairness that dominate tax policy are, 
or at least should be, those that appeal 
to the public as sound.” * Therefore, 
unless one is prepared to substitute some 
other conception of fairness for what 
has been called the “ social concept,” he 
should be hesitant about condemning 
tobacco taxation on grounds of equity 
alone. 

Moreover, there is one positive argu- 
ment in behalf of the fairness of impos- 
ing a tax on tobacco consumers—al- 
though it is rarely stated explicitly. It 
may be contended that a tobacco tax 
charges to smokers costs which their 
consumption of tobacco imposes upon 


4 Public Opinion 1935-1948, ed. H Cantril 


(Princeton, 1951), p. 383. 
5 Ibid., pp. 797-799. 
6 Rolph, 


Theory,” Journal of 
1952), p. 113. 


Excise Tax 
(April, 


Revision of 
Political 


“ Proposed 


Economy 


7 Blough, The Federal Taxing Process (New York, 
1952), p. 407. 
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others and which the market mechanism 
does not bring home to them. These 
costs are (1) the tremendous fire losses 
which are due to careless smoking, and 
(2) the 


treatment given to some persons for 


publicly-supported medical 


diseases which have been aggravated, if 
not caused, by tobacco consumption. 
The case for a tax in such a situation is 
based upon a familiar line of reasoning 
advanced by Marshall and Pigou. 

In the instance of fire losses, the case 
is clear. Careless smoking is the most 
frequent cause of fires with known ori- 
gins. The medical argument, however, 
is less obvious. The question of whether 
smoking is physiologically harmful per 
se is still unsettled. Nevertheless, med- 
ical opinion is generally agreed that 
where a tendency to specific diseases ex- 
ists, or Where a disease is already present 
(particularly gastrointestinal, cardiac, 
respiratory disturbances), then 
smoking is likely to intensify the con- 
dition; and independent groups of sci- 
entists have recently maintained that 
cancer of the lung may be caused by 
excessive and prolonged inhalation of 


and 


cigarette smoke.* 
Hence there is some substance to the 
argument that the divergence between 


the social cost of tobacco consumption 


and the private cost to the consumer in- 
jects an element of fairness into the im- 
position of a tax on the consumer which 
helps to offset the regressivity of such a 
tax. Admittedly, however, this is only 
the roughest kind of justice—in which 
all smokers are penalized for the care- 
lessness or excesses of a few, but the 
maker of tax policy may often consider 
himself fortunate if he can achieve even 


8 See J. Brooks, The Mighty Leaf (Boston, 1952), 
pp. 313-315. 
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this modest degree of equity in the rev- 
enue system.” 


Administrative and Fiscal 
Considerations 


Equity is, of course, only one of 
many considerations affecting tax pol- 
Administrative and political feasi- 
bility are also important, as is the effect 
of a particular tax upon the national 


Icy. 


In discussing these matters, 
one must often be careful to distinguish 
the federal from the state level. 


product. 


Ease of collection and payment. To- 
bacco taxes are usually regarded as 
among the most easily administered 
taxes in existence, as well as being rela- 
tively painless to the taxpayer. How- 
ever, the first of these claims is not en- 
tirely accurate, and the second is not an 
unqualified advantage of a tax. 

It is true that federal tobacco taxes 
are collected with very little expense to 
the government and evasion is relatively 
unimportant, but state and local taxes 
are another matter. For two decades 
state administrators have conducted a 
vigorous campaign to enforce state to- 
bacco taxes, a campaign which culmi- 
nated in 1949 in the Jenkins Act, which 
requires interstate shippers of tobacco 
to open their records to state tax collec- 
tors. Despite these efforts, evasion still 
In 1951 
the taxpaid per capita consumption of 


exists on an appreciable scale. 


cigarettes in the 33 states which segre- 
gate their tobacco tax yields by prod- 


9 Of course, this does not condone any specific 
level of cigarette taxes. The fire argument does not 
apply to snuff and chewing tobacco; and, since taxes 
on these forms are also the most regressive of to- 
bacco taxes, they may be considered the least equita- 
ble. , Medical opinion generally rates cigarette smok- 
ing as more harmful than other forms of tobacco 


consumption. Brooks, op. cit., p. 313. 
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ucts was 2,328 cigarettes, compared 
This 


suggests that approximately 8 per cent 


with a national average of 2,500. 


of state cigarette taxes are evaded—a 
loss of about $30 million in 1951.'° As 
for costs of collection, the often stated 
contention that state tobacco taxes are 
very inexpensive to collect is simply un- 
true. 
noring the discounts, totaling well over 


This conclusion is reached by ig- 


$20 million annually, which are given 
to distributors in return for affixing 
stamps. But, insofar as these discounts 
cover only the actual cost of affixing 
stamps, they represent a real social cost; 
and to the extent that the full amount 
of the tax is shifted to the consumer, 
the difference between that amount and 
the net revenue to the state represents a 
collection cost to him as a taxpayer. 
There seems little reason, therefore, to 
exclude distributor discounts from col- 
lection costs, except in the rare cases 
where the dealer uses an excessive dis- 
count to lower the price to the con- 
sumer. 

Discounts in 1952 amounted to ap- 
proximately 5 per cent of gross state 
cigarette taxes.'' To this should be 
added the other collection costs incurred 
by the state and the substantial compli- 
ance costs incurred by manufacturers 
in meeting the diverse requirements of 
41 states and the District of Columbia.” 


10 Tax Administrators’ News, September, 1952, p. 
97. Of course, it could indicate that higher prices 
in tax states cause reduced consumption. However, 
studies have shown that cigarette demand is very in- 
with price. See The 
American Cigarette Industry (New Haven, 1950). 


elastic respect to Tennant, 


11 Cigarette Taxes in the United States, National 


Tobacco Tax Research Council (Richmond, 1953), 


p. 26. 


12 . 
- James Martin estimated average state collection 


costs at 1.4 cents per dollar of revenue. ‘‘ Costs of 


TAXATION 375 
When viewed in this way, state tobacco 
taxes rank among the most expensive to 
collect. 

There is more validity to the argu- 
ment that tobacco taxes are relatively 
painless to the taxpayer, inasmuch as 
they are paid in driblets and are at least 
partially hidden. In one poll in which 
the question was asked, “ How many 
cents tax go into every pack of ciga- 
rettes?” two-thirds of the respondents 
underestimated the tax or were unable 
to reply; and the fact that they are 
paid in very small, regular amounts 
means that tobacco taxes, more than 
most levies, apply Adam Smith’s canon 
ot 


ness’? may or may not be a good cri- 
14 


convenience. However “ painless- 


terion for a tax. It is a familiar con- 


tention that taxation in the form of the 
Bulletin of the National Tax 
140. A 1948 
Report of the Illinois 
1949, p. 503. 


Administration,” 


1940, p 


Tax 


Assoc., February, survey in 


found them slightly lower. 


Revenue Laws Commission, I, Martin 
at one- 


Op. cit, 


estimated compliance costs to manufacturers 
third of the state paid colleeti« 


pp 205. 


my expenses. 


203 


851. See also Fortune, 


op 


January, 1936, p. 


13 ¢ antril, cil., p. 
148. 

mentioned was two cents, the most usual state tax at 
thar oi 


Ihe figure most commonly 


me This helps to explain why, in another 


§2.9 per cent of those questioned replied that 


poll, 


tobacco tax rates were “about right” and 24.5 per 
cent thought they should be higher, while only 8.4 
per cent felt they should be lower. Cantril, op. cit., 


p- S33. 
M4Cf. Strayer, The 
(New York, 1939), ch. V; 


and 


Taxation of Small Incomes 
Buehler, “ The Tax Sys- 
Consciousness,” Bulletin of the Na- 
May, 1940. 
course, that if the current campaigns by the Na- 


tem Tax 


tional Tax Assoc., It is possible, of 


tional Tobacco Tax Research Council and others to 
educate the public about the true extent of tobacco 
suc h be 


The 


suffered 


taxes bear fruit, then taxes may not so 


painless in the future. defeats which state 


cigarette taxes have when submitted to 


popular referenda also suggest that, when faced with 
a concrete issue, voters are not always as fond of 
these taxes as the above polls might indicate. 
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‘sugar-coated pill” is conducive to 
governmental extravagance, whereas the 
discipline involved in direct personal 
taxes is more likely to promote “ tax 
consciousness” and lead to greater in- 
terest in government. But this tax con- 
sciousness may also result in destructive 
attitudes on the 
They may demand tax reductions re- 


part of taxpayers. 


gardless of the consequences—a_possi- 
bility of special importance today, when 
the relatively “ painful” income tax is 
extremely high and when the results of 
either inadequate defense expenditures 
or a large budgetary deficit could be so 
serious. 

Stability of revenue. 
most outstanding feature of tobacco 


Possibly the 


taxes is the extreme stability of their 
revenue yield. For example, between 
1929 and 1933, when national income 
dropped from $87 billion to $40 billion, 
federal revenue from tobacco taxes de- 
clined only 7 per cent.’ This stability 
introduces another paradox of tobacco 
taxation. Whereas “ built-in  flexibil- 
ity ” is now widely advocated as a goal 


for federal 


states must of necessity be concerned 


the revenue system, the 


with stability and are forced to judge a 
given tax according to its ability not 
only to produce but to sustain a given 
amount of revenue in order to permit 
the maintenance of a given level of gov- 


ernment activity. For them, the stabil- 


15 Groves and Kahn have estimated that a 25 per 
cent change in income would result in a change of 
approximately 16 per cent in tobacco tax yields in 
Wisconsin and Ohio. “ The Stability of State and 
Local Tax Yields,” American 
March, 1952. But 


method of time-series analysis which ignores the up- 


Economic Revieu ’ 


their estimate is based on a 
ward trend in both income and tobacco consump- 
tion, and thus overstates the sensitivity to income 


fluctuations. 
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ity of tobacco taxes enhances their value. 
This is a familiar dilemma—that of 
states being forced to rely on insensi- 
tive taxes (and thus contributing to 
economic instability) in order to main- 
tain a minimum level of services. A 
partial solution, insofar as tobacco taxes 
are concerned, is suggested below. 
Deflationary effect. 
students of fiscal policy have fairly well 
refuted the belief that such regressive 
taxes as the tobacco tax are inherently 


In recent years 


superior as anti-inflationary weapons to 
Nev ertheless, 


more progressive taxes.'” 


tobacco taxation does possess some ad- 
vantages in this respect. It is most un- 
likely, for example, that tobacco taxes 
have any significant detrimental effect 
on incentives (either to supply labor or 
to engage in investment activity) even 
remotely comparable to the effect of an 
equivalent sum raised by corporate or 
individual income taxes. 
ticularly important in a period of de- 
fense mobilization, when the magnitude 
of the social product is vital. 


This is par- 


It is also possible that families whose 
disposable incomes are reduced by taxa- 
tion may react by reducing saving or 
resorting to credit. Since these possibil- 
ities are less readily available to lower- 
income families, taxes resting more 
heavily on high-income groups may re- 
strain consumption less than tobacco 
taxes.'’ EE. Cary Brown has suggested 
that, even though marginal propensities 
to consume may be the same for all in- 
come classes, commodity taxes may cur- 


tail consumer expenditures more than 


16 See Goode, “ Anti-Inflationary Implications of 


Alternative Forms of Taxation,” American Economic 


Review (Papers and Proceedings), May, 1951. 


17 Tbid,, p. 151. 
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income taxes.'* In contrast, many 


taxes, unlike those on tobacco, possess 
“ built-in flexibility,” so that their rev- 
enues rise more than proportionally as 


national income increases and thus pro- 
vide an automatic brake on inflation. 
Moreover, tobacco taxes are included in 
indexes of cost-of-living and of prices 
paid by farmers, so that their deflation- 
ary effect may be partly offset by higher 
parity prices and by wage increases re- 
sulting from escalator clauses or from 
fresh demands.'” 

However, maximum deflationary ef- 
fect per dollar of tax revenue is not a 
legitimate objective of tax policy, even 
in a period like the present. Having set 
a goal of stopping inflation, there is no 
prima facie reason for selecting the tax 
which can do so with a minimum yield. 
All of the other familiar criteria must 
be considered—equity, political and ad- 
ministrative feasibility, etc. When these 
pertinent factors are considered, it is 
possible to make a good case for the use, 
under present circumstances, of tobacco 
taxes in our revenue system. 


Reform Proposals 


Like all other levies, tobacco taxes 
have good and bad features. Undoubt- 
edly the great majority of economists 


IS" Analysis of Consumption Taxes in Terms of 
Determination,” American 
Review, March, 1950, 


if consumers had a pure money illusion, in which 


the Theory of Income 


Economic This would be true 
consumption is a function solely of disposable money 
income. In this case, additional income taxes would 
reduce consumption by a proportion equal to the 
marginal propensity to consume, while additional ex- 
cise taxes would reduce real consumption by the full 
amount of the However, statistical 


taxes recent 


studies indicate that the money illusion is not very 


strong. 


19 This effect is small, however. In the new Con- 
sumers’ Price Index, tobacco products have a com- 
Monthly Labor Re- 


bined weight of 2.2 per cent. 
view, June, 1951, pp. 697-702. 
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would agree that an income tax is, in 


general, a “ better ” tax than a tobacco 
tax. However, under present and pro- 
spective circumstances we cannot ex- 
pect only the better taxes to carry the 
combined weight of federal, state, and 
local finances. 
ent, diversity in the tax structure is 


In times like the pres- 
unusually important.*” Moreover, it 
is necessary that the government ob- 
tain large revenues from lower-income 
groups, and tobacco taxes are one of the 
most effective means of draining rev- 
enues from the bottom of the income 
scale. They possess a certain degree of 
fairness, are approved in principle by a 
large majority of the public, have no 
detrimental 
work or to invest, and are administered 
on the federal level with great ethciency. 


effects on incentives to 


The principle defects of tobacco taxes 
at the present time are their regressivity 
and the high cost of their administra- 
Some often-de- 
bated measures to alleviate these two 
problems are discussed next. 


tion at the state level. 


Ad valorem cigarette taxation. The 
regressivity of cigarette taxation would 
be diminished by a change from the 
present flat-rate levy to a graduated or 
ad valorem impost. Most federal excise 
taxes are levied on an ad valorem basis, 
and the cigar tax, with seven brackets, 
approaches an ad valorem levy. For 
two decades there have been periodic 
proposals that the cigarette tax should 
also be graduated, and such a change 
was defeated in the Ways and Means 

“0 This is necessary not only to spread the tax 
burden more evenly, by assuring that everyone pays 
some taxes, but also to reduce the gains from tax 
Although one of the groups best known for 


pays 
much less in tobacco taxes than the national average, 


evasion. 


understatement of taxable income (farmers) 


it is also true that doctors are notoriously heavy 


smokers. 
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Committee in 1950 only by the implac- 
able opposition of Chairman Doughton. 

Today the purchaser of so-called 
‘economy brands” pays a higher tax 
in relation to his expenditure than the 
purchaser of standard brands. The fed- 


eral tax of $4 per thousand is equiva- 
lent to a rate of 153.3 per cent of the 
manufacturer’s net price (before tax) 
on economy brands, compared with 
101.5 per cent on standard brands. An 
ad valorem cigarette tax would remove 
this inequity and (on the logical as- 
sumption that economy brands are con- 
sumed largely by lower income groups) 
would reduce the regressivity of ciga- 
rette taxation. There is also a tendency 
for consumers to shift to cheaper or 
more expensive forms of tobacco as 
With a graduated 
tax, and thus a more complete contin- 


their incomes vary. 


uum of prices, such shifting could take 
place more easily, and consumers could 
better adapt their tax burdens to their 
income status.*! 
The vocal 
graduated cigarette tax, however, have 


most proponents of a 
usually based their case on predictions 
of increased competition in the industry 
rather than of greater tax equity. It is 
easy to overemphasize this antimonoply 
It is true that the cigarette 
industry is highly concentrated and 
that steadily rising flat rate taxes have 
been an important factor in the virtual 
disappearance of the economy brands, 
which accounted for over 20 per cent 
of total cigarette sales in the early 
1930's; ** but it is impossible to predict 


argument. 


21 See Nicholls, Price Policies in the Cigarette In- 
dustry (Nashville, 1951), p. 421. 


oo 


22 See Taxation and Business Concentration, Tax 
(New York, 1952), and Fed- 


eral Excise Taxes on Tobacco, U. S. Treasury, Divi- 


Institute Symposium 


sion of Tax Research. 
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the actual impact of a graduated tax on 
the structure of the industry. It is un- 
likely that standard brands would aban- 
don their policy of non-price competi- 
tion; but they would probably be pre- 
vented from any future excursions into 
extreme monopoly pricing, for a gradu- 
ated tax would present an ever-present 
opportunity for potential competitors 
to produce a cigarette for sale at a sub- 
stantially lower price. Even at today’s 
high income levels there would be some 
shift of consumption from standard to 
economy brands. If this shift were 
substantial, it is probable that the large 
firms would then enter the low-price 
field; ** with their enormous resources 
available for advertising, and the cush- 
ion which profits on standard brands 
would afford for the absorption of 
losses on economy brands, it is likely 
that they could dominate this field as 
they now do the standard brands. 
Even if a change in taxation should 
result in the rise of a number of new 
firms, it is not completely clear that this 
represents an important goal of public 


° 
, 24 


policy. The larger cigarette com- 
panies are not particularly large or 
powerful. Their number of 
employees is about 10,000. They have 
exercised significant political power in 


average 


only two or three states, and have been 
fair game for restrictive legislation and 
In economic 


taxation in the others. 


23 The president of Philip Morris recently voiced 
New York Times, March 6, 1953. Of 


course, the effect of any change in federal cigarette 


this threat. 


taxes is weakened by the existence of state taxes, and 


a continuation of the trend toward higher state 
levies could almost vitiate any alteration in the fed- 


eral tax. 
24 The following is based on Tennant’s perceptive 
& iy I 
raised by the recent anti- 


Op. cit., ch. XVIL. 


discussion of the issues 


trust suit against the industry. 
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terminology, they face horizontal long- 
run average cost curves, so that many 
of the theoretical grievances against 
monoplies cannot be applied to them. 
Admittedly the industry has secured 
monoply profits, but stock ownership is 
now widespread, and many of the pres- 
ent holders paid prices reflecting this 
fact. The industry is also guilty of ex- 
pending fabulous sums on advertising, 
much of it wasteful; but it is doubtful 
that total expenditures would be re- 
duced substantially if twice as many 
firms were competing for the attention 
of the smoker. 


In view of these facts, the antimo- 
nopoly argument for a graduated ciga- 
rette tax is much less powerful than the 
equity argument. Nevertheless, the net 
effect of the two together is such as to 
indicate that a graduated tax would be 
preferable to the present flat rate. 

All proposals to date for a differential 
tax on cigarettes have involved a 
bracket rate system, rather than a strict 
ad valorem tax. 
ure, introduced in the last Congress by 
Representative Simpson of Pennsyl- 
vania, provided for a rate of $2.90 per 
thousand on cigarettes selling at retail 
for thirteen cents or less (not including 
state taxes), and $4.00 on those selling 
for more than This 
would enable economy brands to be re- 
tailed for five cents less than standard 
brands. However, a strict ad valorem 
tax would be preferable. It would en- 
able the economy brands to maintain a 
price differential even though future 
cost increases forced them to raise their 
retail price above thirteen cents. It 
would provide a more complete con- 
tinuum of prices, and would encourage 
standard brands to compete with each 
other on a price basis (whereas under a 


The most recent meas- 


thirteen cents. 
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bracket tax they would receive no tax 
benefit unless they cut prices drasti- 
cally). 


perior device for countercyclical fiscal 


Furthermore, it would be a su- 


policy, with tax rates automatically in- 
creasing in inflationary periods as ciga- 
rette prices rose. 

A feasible program today would in- 
volve the imposition of an 80 per cent 
federal tax on cigarettes, levied on the 
This would 
retain the present tax of eight cents per 
pack on standard brands and would re- 
sult in a 5.6 cent tax on economy brands. 


manufacturer’s list price.”” 


This would probably mean a five cent 
retail price differential if list prices re- 


mained unchanged. Such a rate change 


would involve a loss of federal tax rev- 
enues, but it is difficult to make any ac- 
curate estimate. If these rates had ex- 
isted in 1952 and economy brands had 
been able to capture 10 per cent of the 
cigarette market, federal revenues would 
have been about $47 million lower than 
they actually were.*® 

It is not recommended that an ad 
valorem tax be levied on tobacco prod- 
ucts other than cigarettes. Retail prices 
are approximately the same on all com- 
peting brands of snuff and chewing to- 


25 The same revenue stamp would probably have 
to be used for all rates of tax, but this should not 
present many difficulties. About 99 per cent of cig- 
arette sales are made by large, well-established firms 
who are quite unlikely to attempt to evade the tax. 
Presumably stamps would have to be issued to manu- 
credit, the applic able tax rate 


facturers on since 


might not be determinable in advance. Legislation 


would also be required to govern ales not made at 


arm’s length. 

26 This overstates the effect, since it ignores (1) 
any potential shift upward by consumers to economy 
brands from low-tax smoking tobacco, (2) any in- 
crease in total consumption by present smokers re- 
sulting from a lower price, and (3) the higher taxes 
The 
treasury estimated the potential loss under the Simp- 
son Bill at between $17 million and $52 
New York Times, March 26, 1953. 


which would be imposed on luxury brands. 


million. 
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bacco, and the present low rate of ten 
cents per pound does not place an un- 
duly inequitable burden on the cheaper 
brands. A good case can be made 
against the present bracket tax on cigars, 
since the relative importance of the tax, 
under certain conditions, varies widely 
on cigars sold at almost identical prices.** 
However, a strict ad valorem cigar tax 
would be very difficult to administer. 
Evasion of cigar taxes has been wide- 
spread under the existing system, with 
different revenue stamps for each 
bracket. It would be virtually impossi- 
ble to have different stamps for every 
tax rate under an ad valorem system, 
and without them the task of incurring 
the compliance of almost 2,000 cigar 
makers, many of whom manufacture 
and sell on the same premises, would be 
herculean. A compromise, in the form 
of an increase in the number of brackets 
and a narrower range of prices within 
each bracket, would be preferable. In- 
dustry spokesmen have suggested such 
a change. 

Federal-state coordination, The sec- 
ond important defect of tobacco taxes 
is the high cost of their administration 
at the state level. The obvious advan- 
tage which the federal government pos- 
sesses in collecting tobacco taxes, in 
with the has led 
many students of federal-state fiscal re- 
lations to recommend that the latter 
withdraw from this area entirely. Only 
at the federal level can the tax be im- 
In con- 


comparison states, 


posed on the manufacturer. 
trast with the states, which must collect 
from thousands of wholesalers and re- 


“7 Under present rates a price increase from 2-for- 
1§ cents to 3-for-25 cents would increase the manu- 
facturer’s net return only $1.40 per thousand, but 
would increase the cost to consumers by $8.33 per 


thousand. 
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tailers (and often from consumers), the 
Bureau of Internal Revenue collected 
tobacco taxes in 1951 from only 48 
manufacturers; and of these, over 97 
per cent of the total was collected from 


eight firms. 

Many organizations and individuals 
have been concerned about the waste 
involved in duplication of tobacco 
taxes. Among the most recent was a 
joint committee of the American Bar 
Association, National Tax Association, 
and National Association of Tax Ad- 
ministrators, which, in a report on tax 
coordination, recommended that the 
states abandon the tobacco tax to the 
federal government, in return for state 
monopolies of death, gift, gasoline, and 
admissions taxes, and liquor licenses.** 

This proposal seems unwise for rea- 
sons pointed out by several dissenters 
on the committee. Such a shifting of 
revenue sources would result in serious 
dislocations in state tax systems. For 
example, allocation of death and gift 
taxation to the states would have dis- 
parate results in the various states, ac- 
cording to the income levels of their 
citizens; and withdrawal of the federal 
government from alcoholic beverage li- 
cense taxation would mean nothing to 
states with prohibition statutes. Ex- 
tensive separation of sources, which 
probably could not be achieved without 
a constitutional amendment, would in- 
tensify the problem of maintaining 
minimum standards of welfare in the 
low-income states. 

However, tobacco taxation does offer 
attractive possibilities for a program of 
federal collection with state sharing of 
the revenues. The key to a feasible pro- 


28 The Coordination of Federal, State, and Local 
Taxation, Report of the Joint Committee, 1947. 
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gram for such a change is the construc- 
tion of an acceptable formula for dis- 
tribution to the states. It is easy to 
make a theoretical case in behalf of a 
system in which the revenues would be 
distributed in relation to revenue needs, 
but political reality demands that the 
allocation be made in at least rough 
proportion to tobacco consumption in 
the various states. Unfortunately, ac- 
curate consumption data are not avail- 
able. The 
those calculated from the tobacco tax 
receipts of the various states, and these 
are distorted by evasion, good and bad 
administration, etc., and some states do 
not segregate tax receipts from differ- 


best approximations are 


ent tobacco products. 

Nevertheless, it is obvious that cer- 
tain variables explain most of the varia- 
tions in consumption among the states.” 
Of these, by far the most important is 
the population of the respective states, 
and certainly any acceptable formula 
for distributing tobacco tax revenues 
must be based on population. Other 
important variables seem to be the de- 
gree of urbanization, the level of per- 
sonal incomes, and the geographical lo- 
cation of the various states. However, 
the latter two factors should not be in- 
cluded in a distribution formula. Wise 
public policy would oppose the inclu- 
sion of any index of consumer income 
by states, since those states whose in- 
habitants have the lowest incomes would 
receive a smaller share of tax revenues. 
Likewise, any attempt to discriminate 
against states according to their geo- 
graphical location would not only be 
unfair to states, such as Texas, which 

29 See 
1951,” 


search Memorandum No. 312. 


“Comparative State Tobacco Tax Collec- 


tions: Federation of Tax Administrators Re- 
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do not fit the general pattern, but 
would surely never be approved by Con- 
gress. On the other hand, the degree 
of urbanization is an important factor 
in determining cigarette consumption, 
is a readily determinable statistic, and 
could logically be given some weight in 
a distribution formula. Indirectly, of 
course, this would introduce the factor 
of income into the formula, since the 
most highly urbanized states also have 
the highest levels of per capita income. 

With modifications, the simple pro- 
gram outlined by the Groves Commit- 
tee in 1943” would be feasible today. 
It would require an increase of two 


cents per pack in the present federal 


cigarette tax, to a total of ten cents, 
and the distribution of the yield from 
four cents of this amount among the 
states, along with 50 per cent of the 
revenues from other tobacco taxes. In 
return, the states would abandon ll 
Each state would share ac- 
cording to its percentage of the total 
United States population in 1950, with 
urban population receiving a weight of 


such taxes. 


1.5, compared with 1 for rural. In 
order to facilitate the change in those 
states which would receive less under 
such a program than they currently re- 
ceive from state tobacco taxes, and to 
encourage them to accept the change, 
all states could be guaranteed initially 
an amount equal to their revenue dur- 
ing the preceding year, with this guar- 
anteed sum to be reduced by a specified 
percentage each year until their share 
under the distribution formula exceeded 
the guaranteed sum. 

Table I illustrates the hypothetical 
results if such a program had been put 


30 Federal, State, and Local Government Fiscal Re- 


lations, Sen. Doc. 69, 78th Cong., Ist Sess., 1943. 
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TABLE I 


HyporuericaL ResuLts or A PRoGRAM oF FEpERAL CoLLEecTION 


AND STATE SHARING OF Tospacco TAXES 
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Hypothetical Per Capita Benefits 


Revenue i 
Increases Total 
$ 2.19 $ 3.35 
2.61 3.16 
1.30 3.59 
5.48 2.98 
5.20 2.70 
1.37 2.79 
1.78 1.98 
3.17 

3.13 

3.01 

3.33 

3.01 

3.05 

3.25 

2.83 

5.57 

3.31 
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(0.09) 3.34 
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1.22 3.18 
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2.96 
2.00 
201 
3.09 
3.21 
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3.34 
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3.41 
3.02 
3.94 
2.57 
2.00 
3.02 
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3.14 
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into effect for the first time in 1951.*" 
In general, the more rural states would 
have benefited more than the urbanized 
states, despite the fact that the average 
existing state cigarette tax in the 12 
most highly urbanized states was 3.4 
cents per pack, against 4.0 cents for the 
remaining states. In addition to the 
seven states which do not tax tobacco, 
five other states would have enjoyed 
revenue increases of more than 200 per 
These are all rural states with low 
tax rates. Under the distribution for- 
mula, seven states would have received 
smaller revenues than they had received 
in the previous year, and would have 
been guaranteed their 1950 revenues 
($8.1 million would have been required 
to meet this guarantee). The states 
would have received approximately 
$790 million in tobacco tax revenues, 
while the receipts of the federal govern- 
ment would have declined by approxi- 
mately $421 million. 
all tax changes were passed on to con- 


cent. 


Assuming that 


sumers, the retail price of cigarettes 
would have declined in 34 states, in- 
creased in seven states and the District 


31 Some heroic assumptions were necessary in con- 


structing the table. It assumes that existing state 


tobacco tax revenues are paid entirely by citizens of 


the State imposing the tax, and it ignores any 


changes in federal spending or in other federal taxes 


which might result from the program. Tobacco 


consumption data were derived from F. T. A. Re- 
search Memo. 312 (note 29), but it was necessary to 
make some arbitrary estimates for eight states which 
do not segregate frors those on 


Cigarette revenues 


} Tl 
other tobacco pi ducts. These estimates were based 


1 ie! sg 
on the consumption patterns of other states with 


similar tax rates, incomes, and degree of urbanization. 
Consumption in states with no tax in 1951 wa 

sumed to be equal to the national average, with the 
exception of Virginia and North Carolina, where in- 
come levels are so much below the national average 
that consumption Was estimated at 20 per cent less 


than the average. 
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of Columbia, 


seven states.** 


and been unchanged in 


Possibly the best yardstick for com- 
paring the effect on the various states of 
the adoption of a program of federal 
collection is the statistic labeled “ total 
per capita benefit.” This is computed 
by adding the per capita increase in 
revenues received by each state to the 
decrease in tobacco tax payments per 
capita. Although there are some ex- 
treme variations, the outstanding fea- 
ture is the remarkable similarity in the 
effect of the program on most states. 
The median per capita benefit is $3.02, 
and 29 states fall within 10 per cent of 
this figure, while only five states exceed 
or fall below it by 
Louisiana and Utah are far ahead 


more than 20 per 
cent. 
of the other states in per capita benefits, 
due to the very low tobacco consump- 
Utah and the guarantee to 
Louisiana of revenue equal to that from 


tion in 


Delaware, 
Nevada, and New Hampshire, which 
presently lead the nation in state-tax- 


her existing eight cent tax. 


paid consumption, would enjoy the 
smallest per capita benefit from federal 
collection. Of the ten states with the 
largest benefits, nine are among the 18 
states with lowest per capita incomes in 
1950, while the two states with the 
lowest benefits ranked first and second 
Nine- 


teen of the 24 states which would ob- 


in per Capita incomes in 1950. 


tain the largest benefits had per capita 


incomes below the national average in 
1950, 
gree of income redistribution under the 


Thus there would be a small de- 


32 Of the seven states in which prices would in- 

. | } 
crease, five were in the top half of the nation in per 
capita income in 1950, while prices would decline in 


fifteen of the twenty states with lowest incomes. 
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program of state sharing outlined above. 
Much more important, however, is the 
conspicuous degree of similarity in per 
capita benefits to the great majority of 
the states. 

This suggested program could, with 
little difficulty, be combined with an ad 
valorem federal tax. The distribution 
formula might provide, for example, 
that the states receive the yield from a 
federal cigarette tax of 45 per cent of 
the list This 
would have amounted in 1952 to ap- 


manufacturer’s price. 
proximately four cents per pack. Either 
plan would allow the federal govern- 
ment to vary the total tax in relation to 
its budgetary needs without changing 
the states’ revenues. 

The principal advantages of the pro- 
gram outlined above can be summarized 
as: (1) greater simplicity, efficiency, 
and economy in the administration and 
collection of tobacco taxes; (2) reduced 
burdens of compliance on manufacturer 
and distributor; (3) virtual elimination 
of tobacco tax evasion; (4) removal of 
the barrier to interstate trade repre- 
sented by variations in state tobacco 
taxes and nonuniformity of adminis- 
tration; (5) increased responsiveness of 
tobacco tax revenues to the require- 
ments of countercyclical fiscal policy. 

Among the objections to the program 
are (1) the loss to the states of their in- 
dependence in the levy and administra- 
tion of tobacco taxes, and (2) the fact 
that each state’s share would not be ad- 
justed to its revenue needs but would 
be limited to the amounts provided by 
Both of these 
objections would be met by another 


a uniform national rate. 


possible approach to coordination of the 
federal This 


suggestion that the states collect their 


and state levies. is the 


taxes from manufacturers rather than 
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distributors, by requiring the manufac- 
turers to afhix a state stamp at the same 
time as the federal stamp, or to perfo- 
rate the package in some manner indi- 
cating payment of the state tax. 

This plan would require that manu- 
facturers forecast their sales by states, 
to some degree at least, and for this rea- 
son they have opposed it. However, 
completely accurate state-by-state fore- 
casts would not be necessary, since ciga- 
rettes stamped with ‘“ 3 Cent State Tax 
Paid,” for example, could be shipped 
into any state with that rate of tax.* 
Thus manufacturers would have some 
margin for error in all cases except 
Louisiana and the District of Columbia, 
which impose a tax rate peculiar to 
them." In fact, this problem of fore- 
casting does not seem an_ insuperable 
obstacle, and in view of the huge sav- 
ings in distributor discounts which such 
a system would effect, it should not be 
lightly dismissed. There is a legal ques- 
tion about the ability of a state to re- 
quire a manufacturer in another state 
to pay the tax. Undoubtedly there 
would have to be a voluntary agree- 


ment by the manufacturers, but  pos- 


sibly they would be willing to affix state 
stamps in return for a small part of the 


states would 


remit the tax 


$3. .n order to do this, of course, the 


have to agree that the manufacturer 


to the state in which the distributor who received 


shipment from the manufacturer was located, since 


the manufacturer would have no record of the loca 


tion of the ultimate retailer This would mean, for 


example, that Illinois would receive the tax on all 


shipments to Chicago distributors, even though some 


of the cigarettes might be retailed in Indiana Fither 


the states would have to accept this, in the hope 


| 1 
that such interstate sales would cancel out, or dis 


tributors making interstate sales might be required 
to keep a record of such transactions (as they now 
usually are), with the states making periodic adjust- 


ment payments to each other. 


“4 The 


products other than Cigarettes would limit the use of 


widely divergent state taxes on tobacco 


this approach to cigarettes only. 
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estimated $22.4 million in distributor 
discounts lost by the states in 1952.°° 
Although such a program is inferior 
to federal collection and state sharing, 
in that (1) many of the problems of 
evasion of state taxes would still remain, 
(2) the burdens on the manufacturer 
and interstate distributor would be con- 
siderably greater, and (3) the program 
would be applied only to cigarettes, 
nevertheless it has some advantages of 
its own. The states would still be free 
to levy any tobacco tax they chose, and 
to adjust the rate to their revenue needs. 
Also, this is an approach which could 
be adopted in piecemeal fashion with- 
out requiring enough support to obtain 
Congressional action. For example, II- 
linois, Indiana, Wisconsin, and Michi- 
gan, all of which have a three cent ciga- 
rette tax and which form a compact 


geographical unit, might agree to have 


manufacturers collect their tax. 
Conclusion 


The movement toward federal-state 
fiscal coordination in the last three dec- 


Illinois 


Illinois 


2 ! 
tax stamps in return sof a 3 per cent discount (Il 


gives distributors a 5 


aa 

8° Recently Attorney General Castle of 
suggested to manufacturers that they athx 
linois currently per cent dis 


“reacted favorably ’ 


s, March 18, 1953 


He reported that they 


Chicago Neu 


count). 


to the suggestion 
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ades has consisted chiefly of wishful 
thinking. If words are to be replaced 
by deeds, a pragmatic approach to the 
problem is likely to be the most fruit- 
ful. 


an approach as inadequate, in favor of 


Some scholars have rejected such 


master-plans for coordinating fiscal ac- 
tivities, but this seems to neglect politi- 
cal realities. In this context, tobacco 
taxes offer very attractive possibilities 
for federal-state coordination. There is 
considerable unanimity of opinion at all 
levels of government about the desira- 
bility of such coordination, and it is 
possible to devise a formula under which 
the great majority of the states would 
be affected in virtually the same way. 
However, it must not be forgotten that 
such a program involves a choice of 
values. Professor Groves has pointed 
out that, “ The federal government has 
very great advantages in the adminis- 
tration and collection of all the impor- 
tant taxes except the property tax and 


the motor vehicle license tas. - These 
advantages can be obtained only by an 
with all 


increase in “ centralization ”’ 


that the term implies. 
More 


ting I axation,” 


y, DP. 259. 


Talk, Less Action in the Field of Con 


State Government, December, 





BUDGET ESTIMATES AND TAX POLICY: 
THE NEW JERSEY EXPERIENCE 


JAMES A. ARNOLD, JR.” 


AS THE inflationary spiral pushes 
government costs upward, there is 
always the dark prospect that revenues 
will be inadequate to cover them. Few 
if any states have escaped the apprehen- 
sion associated with rising costs and the 
prospect of new tax measures, even to 
maintain established services. 

But inflation is not partisan to the 
expenditure side of budgets. Revenues 
have also experienced the same infla- 
tionary tendencies as have expenditures. 
A common characteristic of state bud- 
gets throughout the postwar period has 
been threatened shortages of revenues 
which almost invariably have not lived 
up to expectations, Perhaps the most 
prominent character in this game of 
= balance, balance, who's got the bal- 
ance” is the budget estimator who is 
responsible for the immediate environ- 
ment in which the financial policy is 
determined. 

The Budget Gap 

It is an old story for state budgets to 
prove inadequate to cover all expendi- 
tures as they actually develop. Pre- 
pared 18 months to 30 months in ad- 
vance of the end of the period for 
which they apply, these budgets must 
project expenditures into a future of 
prices, costs, and political circumstances 
which cannot be determined at the time 
made. 


the estimates are As they en- 


The author is Research Associate for the Prince- 


ton Surveys. 


deavor to cover themselves in this re- 
spect, cautious budget officers tend to 
build up their expenditure estimates. 
With some inconsistency, however, the 
same caution which leads to inflated ex- 
penditure estimates tends to project 
their present 
The result is a widening of the 
projected gap between revenues and ex- 


revenues at or below 


levels. 


penditures and an exaggeration of fi- 
nancial emergencies which may not ex- 
ist at all, 


It is in this respect that the budget 


estimator has his greatest influence upon 


To the extent 
that his conservatism indicates a false 
emergency, he may be responsible for 
premature and ill-advised tax programs. 


public financial policy. 


On the other hand, unduly optimistic 
budget estimates can, and sometimes do, 
serve the questionable purpose of hid- 
ing an emergency which does exist. At 
their best, all budget estimates are value 
judgments projected into an unknown 
future, and errors must be anticipated. 
But the fact remains that in periods of 
rapid change the estimator is under 
grave responsibility to be both realistic 
and temperate. 

While rigid adherence to budgeted 
amounts offers some control over ex- 
penditures, there is no comparable con- 
trol over the revenue side of the budget. 
Once a tax pattern is established and 
tax rates are determined, the actual 
yield is conditioned by business and 
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economic factors outside the control of 
the state. The implication is that it is 
on the side of revenue estimating that 
the budget officer is most vulnerable. 

Especially in an inflationary period 
the vulnerability of revenue estimates 
suggests a note of caution in the matter 
of tax planning. So long as projected 
deficits are within the range of reason- 
able estimating errors, they remain a 
poor justification for new or increased 
taxes. Under these circumstances en- 
lightened financial management would 
indicate a postponement of enlarged tax 
programs until such time as the need 
for them becomes more apparent. To 
the extent that have been 
underestimated the need for additional 
taxes may well be more apparent than 
real, 


revenues 


New Jersey Experience 

New Jersey is an example state in 
which an economy-minded governor 
has been accused of using conservative 
revenue estimates as a potent aid in 
dampening the urge of legislators to ap- 
propriate money. It is an old adage 
around the State House—presided over 
by Driscoll—that “ what 
they can’t find, they can’t spend.” 
With a long tradition of 
New have 


come to associate tax bills with political 


Governor 
“no 


new 
taxes,” Jersey legislators 
suicide and hence take a dim view of 
any appropriation which cannot be sat- 
istied from existing sougces of revenue. 
The revenue estimates have thus come 
to represent a recognized ceiling over 
projected state expenditures. 

New Jersey stands out among the 
states as not only the smallest spender 
of them all, but also as the one which 
has most successfully resisted ‘ new ” 


taxes. This does not mean that state 
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expenditures or state revenues have not 
increased. It does mean that state ex- 
penditures have been paced by revenues 
in their upward climb on the inflation- 
ary staircase. Less apparent, however, 
it also means that local governments in 
New Jersey have found their state gov- 
ernment less generous with state aid 
than have local governments in other 
states. New Jersey is a local property 
tax state, and local governments are the 
major and 


raisers tax 


spenders of 
money. 

As shown in Table I, all New Jersey 
state expenditures exceeded budget esti- 
mates in each of the years between 1946 
and 1952 1951, when unem- 
ployment benefits were substantially 
less than anticipated. But Table I also 
shows that state 


except 


actual revenues eX- 
ceeded budget estimates in each of the 
years between 1946 and 1952. Over- 
all balances available have not only been 
maintained throughout the postwar pe- 
riod, but they have increased by about 
$137 million It 
was, however, only in 1951 and 1952 
that these balances available at the close 


or some 26 per cent. 


of the year differed very much from 
what was expected when the budgets 
were 18 months 
earlier. In this respect, the over-all bud- 
get estimates have been surprisingly ac- 
curate. 


first promulgated 


While aggregate revenues as well as 
aggregate expenditures, with a single 
exception, have run ahead of expecta- 
tions, both sides of the budgets have re- 


flected this trend. Some of this has 


been due to the custom of excluding 


from the estimates some dedicated rev- 
enues and their expenditure which are 
reported in the actual experience. But 
more of the lag between estimates and 
expenses during the years since 1946 
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can be laid at the door of inflation. 
New Jersey executive budgets are 
presented to the legislature in January 


preceding the fiscal year (beginning 
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As each new budget is 
presented in January, estimates are pro- 


they apply. 


jected to indicate results of fiscal opera- 
tions during the current year, then half 


TABLE I 


New Jersey Bupcet 
ALL TREASURY 


ESTIMATES 
FuNbs, Fiscan Years 1946-1954 


AND ACTUAL EXPERIENCE 


(Amounts in millions of dollars) 


A. First Estimate—1I8 mos. in advance 


Jalance at beginning of year 
tevenues 


Iuxpenditures 
Net. re 


venue (+) or expenditure ( 
teceipts trom borrowing .... 


Net surplus credit G 
Balance at end of year 


B. Second Estimate—at 
Balance at beginning of yea 
Revenues o° 
Expenditures 
Net revenue (4) or expenditure 
Receipt lrom borrowing 
Net surplus eredit 


at end of year 


) or charge 


midyeat 


(+) or charge ( 


Salance 


C. Actual Experience 
Balance at beginning of ve ul 
Revenues ; 
Expenditures, 
Net revenue ( 
feceipts from borrowing ...... 
Net surplus credit (+) or charge 
Balance at end of vear 
D. Actual Expense 
at beginning of vear 
Revenues 


I Xp nditures 
Balance 


) or expenditure ( 
{ 
as (% of First Estimate 
Seateane 


ut close ot vent 


* Less than $0.5 million 


Source: 


July 1) to which they apply. This 
means that the first budget estimates 
must be projected six months in ad- 
vance of the beginning of the fiscal year 
to which they apply and 18 months in 
advance of its close. A second oppor- 
tunity is available, however, for cor- 
recting original budget estimates at the 


mid-point of the fiscal year to which 


1947 


ba} GS 5 l 


1948 1949 1951 1952 1953 


$588 $671 
226 0 24 206 258 329 
248 ‘ 306 
+ 18 ‘ ‘ + 22 


606 SIS 562-604 


$599 $657 
276 335 


2461 342 


+ 16 38 ; + 7 


614 562 ~—s5S: 671 650 
$599 $602 
294 SOL 
292 317 


S641 
340 
$26 

16 +56 +14 

oo a 

O41 657 


104% 110% 
124 11S 
SS 105 


124 117 


Governors’ Budgets submitted to Legislature. 


gone. In addition to correcting earlier 
estimates on the basis of more recent 
experience, this midyear estimate can 
for additional 
legislative appropriations as well as ad- 


also. make allowances 
ditional tax measures. 
Table I shows how these midyear 
estimates have been revised in an effort 
to keep pace with changes as they oc- 
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cur. Even these midyear estimates 
show a general picture of understate- 
ment of both revenues and expendi- 


tures. Especially in 1951 and 1952, 
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unemployment benefit requirements. 
It must be recognized, however, that 
and 


a deq uate 


over-all revenues, expenditures, 


balances are no longer an 


TABLE II 


New JERSEY 


Bupcer Estimates AND AcTUAL EXPERIENCE 


GENERAL Treasury FuNpbs, Fiscan Years 1946-1954 


(Amounts in millions of dollars) 


1946 


A. First Estimate 
Balance at beginning of year 
Revenues 


IS mos. in advance 


Net revenues (+) 

Net transfers to (+) or from | 
Receipts from borrowing 
Net surplus eredit G 
Balance at close of year 


) fund 


) or charge 


B. Second Estimate at midyear 
Balance at beginning of yea 
Revenues 


Expenditures 
Net revenues (+) or expenditures (—) 
Net transfers to (4) or from (—) fund 
Receipts from borrowing 
Net surplus credit 
Balance of vear 


C. Actual Expenses 


+) or charge ( ) 


at close 


Balance at beginning of vear 
ftevenues 


Expenditures 


Net revenues (4 
Net t 
feceipts from borrowing 
Net surplus eredit (+) or charge 
Jalance at close of year 
D. Actual Expense as % of First Estimate 
Balance at beginning of vear 
Revenues 
Expenditures 
Balance 


) or expenditures (—) 


insters to (+) or from (—) fund 


at close of vear 


* Less than $0.5 million. 


1947 


1948 1949 1951 


1952 


$ 38 
14 


119°% 

) 117 

108 115 
184937! 176 


+ Balance adjusted to correct for $11,178,900 anticipated revenue from sale of highway bonds 


cancelled, 


Source: Governors’ 


they also show what the estimator is up 
against when sharp changes in an ap- 
parent trend occur. In these years 
midyear estimates of total expenditures 


were inadequate to reflect the impact of 


short range shifts in employment upon 


Judgets submitted to Legislature 


measure of a state’s financial position. 
These over-all results include trust fund 
accounts dominated largely by unem- 
ployment benefit funds which are in 
no way available for any other purpose. 
In common with other states, New 
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Jersey shows balances which are in fact 
payroll tax deposits held by the Federal 
Treasury from can be 
drawn only to pay the benefits for 
which they were collected. 
ture of 


which they 
In the na- 
these and 
other trust funds are held for the ex- 


insurance reserves, 
press purpose of covering variations in 
*xpenditure needs and must be ex- 
cluded in order to show state operating 
results. 


General Treasury Funds 


In New Jersey, this means an exami- 
nation of what is called General Treas- 
ury Table II, 
every executive budget submitted since 


Funds. As shown in 
1946 has projected General Treasury 
Fund expenditures in excess of antici- 
pated revenues. These projected ex- 
cesses have ranged from a low of $1 
million in 1946 toa high of $33 million 
in 1948 when the state was drawing 
upon its postwar Revenue Fund. 


Actual experience, however, did not 


live up to these pessimistic expectations. 


General Treasury Fund revenues ex- 
four of the 
seven years between 1946 and 1952. 


ceeded expenditures in 


Throughout this period revenues ex- 


ceeded original budget estimates by 
amounts ranging from 56 per cent of 
the original estimate in 1946 to 17 per 
L952. 


exceeded budgets as originally promul- 


cent in While expenditures also 
gated throughout this period, the ex- 
cesses were not out of proportion to eX- 
cesses in revenue. In only one year 
(1949) did the balance available at the 
close of the year appear less than was 
anticipated at the time the budget was 
presented. Some of these differences re- 
sult from inclusion of some unbudgeted 


NATIONAL TAX JOURNAL 


(Vo. VI 


revenues and expenditures in actual re- 
sults obtained. But at the close of the 
fiscal year 1951 the balance was 275 per 
cent greater than was anticipated in the 
At the close 
of 1952 the balance was 76 per cent 


budget as first submitted. 


above the original budget estimate. 
Table I] shows that even the second 
estimates of General Treasury Fund 
projected at the mid-point of the fiscal 
year to which they apply varied sub- 
stantialiy from 


results actually ob- 


tained. The midyear estimates show 
projected expenditures in excess of rev- 
enues for each of the years since 1947, 
while actual surpluses were realized in 
three of the six years completed. Over- 
all comparisons are shown in Table IL. 


TABLE III 


COMPARISON OF NEW JERSEY ANNUAL REVENUES 


AND EXPENDITURES, ESTIMATED AND 


ActuaL, 1947-1952 


(Amounts in millions of dollars) 


$8 of Re venues (+) or 
expenditures (—) 
Fiscal Year 
Ended Actual 
Eexperi- 
ence 


Midyear 


Estimate 


Original 
Estimate 


1017 $- 2! $- 1 $4 
1G1S 

1049 

1950 

1951 

1952 20 


Total (6 years) $- 129 


Such 


pated deficits and actual experience 


comparisons between antici- 
spell out what is meant by a“ wait and 
policy. As General 
Treasury Fund budget was promul- 
gated, it was possible to cover the pro- 
jected deficit from available balances 
and transfers from other funds. As 


see’”’ tax each 
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projected deficits failed to materialize, 
balances were built up for similar use in 
another budget year. The result has 
been postponement of new or additional 
tax measures far beyond what was ever 
thought to be possible as each new pro- 
jection was made. New Jersey has in 
large measure been able to finance its 
expanding expenditures from expand- 
ing yields of existing tax measures. In- 
flation does, in fact, affect both sides of 
the budget equation so that revenues 
and expenditures can be balanced in 


their upward climb. 
Specific Tax Estimates 

In their application, over-all revenue 
estimates are in fact combinations of 
many smaller estimates for each tax or 
With few ex- 


ceptions revenues from seven major state 


other source of income. 


tax sources in New Jersey have been 
consistently underestimated throughout 
the postwar inflationary period. In 
total these taxes produced revenues in 
excess of original budget estimates 
ranging from $12 million in 1948 to al- 
most $25 million in 1952, Percentage- 
wise, these underestimates of tax rev- 
from 8.5 
original estimates in 1950 to 24 per cent 
in 1949; as might have been expected, 
however, midyear estimates showed a 


enues ranged per cent of 


narrower range, varying from an over- 
estimate of 1 1947 to an 
underestimate of 9 per cent in 1951. 
Each tax 
problems, and it is impossible to discuss 


per cent in 


poses different estimating 


these in detail here. Ata very general 
level, however, it may be said that each 
new estimate was projected not only on 
the basis of experience of the preceding 
fiscal year but also on the basis of an- 
ticipated growth of the tax base. 
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Conclusion 

The New Jersey budget estimates in 
general—and tax revenue estimates in 
particular—have been very realistic. 
There is every indication that the esti- 


mates have accurately reflected condi- 


tions as they existed up to the time they 


were made. | 

What the New Jersey budget esti- 
mates have not done is to anticipate in- 
flationary growth over and above the 
level evident when 


already budgets 


were prepared. Vor example, all Gen- 
eral Treasury revenues for the fiscal 
year 1954 have been projected at $250 
million, or the same amount actually 
realized during the last completed fiseal 
year of 1952 and slightly more than the 
midyear estimate for fiscal 1953 (see 
Table Il). 


from the seven major state tax sources 


In the Same Way, revenues 


have been projected at $185.6 million 
1954, 
$183.3 million actually realized during 
fiscal 1952. 

If the inflationary trend continues, 
actual revenues in both 1953 and 1954 


for fiscal as compared with 


will exceed the budget estimates just as 
they have done in the past. This will 
mean that the projected General Treas- 
ury Fund operating deficits of $33 mil- 
lion for 1953 and $29 million for 1954 
will not be realized, and the balance at 
the close ef 1954 will exceed the $19 
million anticipated (see Table II). ‘The 
present indication that New Jersey will 
require new or increased taxes to main- 
tain its program of services beyond 
1954 may thus prove unwarranted, as 
have similar indications in the past. 

It follows, however, that if the in- 
flationary trend should be reversed and 
some measure of recession occur, the 
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estimates will constitute an overstate- 
ment of the New Jersey budget posi- 
tion. It also follows that if the state 
should undertake substantial new ex- 
penditure programs, revenues will have 
to be found to support them even with 
continued inflation. Under either of 
these circumstances, the need for new 
or additional tax revenues will assume 
entirely different proportions. 

But these are questions which can be 
1954 when the facts are 


In the meantime, New Jersey 


answered in 
known. 
has a budget which reflects current con- 
ditions. This is clearly a policy of an- 
ticipating the future according to the 
present; it “wait and see” 
attitude toward the indicated need for 
The 


state’s major hedge against an unknown 


assumes a 
new or additional tax measures. 


future is the taxes which it does not 
have. 

There are two features of the New 
Jersey environment which make such a 
policy more workable than it might be 
in some other states. First, the New 
Jersey tax structure is less sensitive to 
sharp variations in economic conditions 
than that of states which rely heavily 
upon sales, income, or gross receipts 
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taxes. While New Jersey taxes do re- 
flect economic changes, they can be 
projected for short periods of time 
within a more or less narrow range of 
probable error. Second, New Jersey 
operates under annual budgets. This 
means that it can follow a “ wait and 
see”? policy with greater ease than is 
possible in states where bi-annual bud- 
gets are the rule. Whereas estimates in 
states with biannual budgets must be 
projected some 30 months in advance of 
the last month of the two fiscal years 
for which they are applicable, New 
Jersey has a new opportunity each year 
to adjust its budget to changing condi- 
tions. This is no small advantage to a 
budget officer responsible for financial 
planning in an uncertain period. 

It takes considerable courage to pro- 
ject future revenues at a level never ex- 
The burden of 
proof is heavy, and the implications of 
failure are tremendous. But this is 
what the budget officer is up against 
when 


perienced in the past. 


he undertakes to estimate rev- 
Tax 
policy hangs in the balance, and pru- 
dence cautions against hasty action as 
well as timid delay. 


enues in an inflationary period. 





The Trend in Government Activity in the 
United States Since 1900. By SOLOMON 
FABRICANT, assisted by Ropert ™. Lip- 
sey. New York: National Bureau of 


Economic Research, 1952. Pp. 267. 


$4.00. 


This useful book contains a variety of 
data relating to the cost of government in 
the United States and a stimulating and far- 
ranging discussion of factors involved in 


The book 


growth in government activity. 


deals with a number of economic aspects of 
government activities, but its major focus 
is on determining the “ trend ” in “ govern- 
ment activity ’”’—which, it is concluded, 
has been upward and will likely continue 
upward—and on the explanation of this 
trend in terms of underlying political and 
economic factors—which, it is hypothesized, 
may be regarded as the concomitants of 
economic growth in a capitalist economy. 

After a first chapter which contrasts the 
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role of government in the economies of 
1900 1950, 
change during the past 50 years in resources 
I le finds 


increased 


and the author discusses the 


absorbed in government activity. 
that 


from about 4 per cent of total employment 


government employment 
in 1900 to about 12 per cent in 1949; that 
government-owned capital assets (exclud- 
ing military assets, roads and streets, and 


7 


land) increased from about 7 per cent of 
total capital assets in 1902 to about 21 per 
cent in 1946; that the rise in total govern- 
ment input of resources from 1900 to 1949 
was more than twice the rise in the nation’s 
total economic input. The two following 


chapters discuss the distribution among 
levels of government and among different 
functions of government inputs of resources 
for selected years during the past half cen- 
tury. After a chapter on productivity in 


government and output of government 
services, and one on interstate differences in 
the level of government expenditures, the 
author in his final chapter discusses his con- 
clusions on expansion in over-all govern- 
ment activity and the causes underlying 
the expansion. 

A substantial amount of data is brought 


Much in- 


formation on government employment is 


together in several appendices. 


given, representing in part new compila- 
tions of data and estimates by the author, 
along with a note on sources of data in this 
area. Estimates of government capital 
goods are given, derived mainly from Pro- 
fessor Fabricant’s earlier monograph on this 
subject. Estimates of government expendi- 
tures compiled by Mr. Lipsey from basic 
sources are provided, classified both on a 
basis similar to that used in the U. S. na- 
tional income accounts—into purchases of 
goods and services, transfers, and interest— 
and, alternatively, according to function; 
liberal notes are provided on sources and 
definitions. In general, the use of data in 
the text should perhaps give more explicit 
attention to the problem of appropriateness 
of the data formulation to the discussion at 
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hand. At points (in Chapter 4) the sig- 
nificance of the shifting definitions required 
by existing data might have been given 
more attention. 

The book will be found valuable by stu- 
dents of public finance for its iniaginative 
discussion of some of the characteristics of 
developments in government costs, pro- 
grams, and factors related to them, and asa 
reference containing a large collection of 
historical pattern of 


data on the govern- 


ment operations. However, the main con- 
clusions, which (as expressed in the first and 
author in_ his preface 
commends to the busy reader as the essen- 
tial part of the book, are likely to command 


The nature of these 


last chapters) the 


the widest attention. 
conclusions and of the author’s approach to 


his subject can perhaps best be indicated by 


sampling from the answers which he gives 


to the three questions with which he opens 
his final chapter: “ Are the causes |of the 
trend in government activity since 1900} 
suggested by our review themselves reflec- 
tions of a more basic cause underlying them 
all? What is needed to confirm the signifi- 
cance of the factors thrown up by analysis 
of the American experience of a half-cen- 
tury? And what does the future appear to 
hold in store in the light of this analysis? ” 
(p. 140). 

Among the factors underlying the trend 
(pp. 141-148) 
end of the frontier; and 


science and technology,” which brought the 


are population change; the 


“ever advancing 


automobile and its needs, made possible and 
stimulated health and sanitation work, and 
had important indirect effects. “ Advance 
in economic science and statistics ”’ resulting 


in increased fact-finding activities, may 
have stimulated the grants-in-aid system, 
and “ strengthened belief in the ‘possibilities 
of dealing with social problems by sociai 
action.” 

“ Increase in the size of business establish- 
ment and enterprise, another trend apparent 
before 1900,” led to antimonopoly and reg- 


ulatory legislation. “ The drift of people to 
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the cities,” a “truly secular trend,” pro- 
and added 
“the need to provide services which rural 
life takes 
among family chores.’ 


moted “ insecurity of old age’ 


finds unnecessary or care of 


> “Higher incomes 
influenced all levels of government” in a 
varicty of ways. 


“ The 


played iG Part... +4 the government devel- 


recurrence of business depression 
opments associated with the New Deal con- 
stituted only the latest, if also greatest, of a 
serics of step-wise movements along an up- 
ward trend.” 


“ Developments in other 


world ” 


parts of the were also a factor. 
“A number of innovations in social legisla- 
tion and standards in their application came 


” 


from | urope. ... 


‘Also important, of course, was change 
in the international situation which brought 
war and the increased possibility of war. 
Even before World War tl—and certainly 
for the entire period under review—the trend 
in the number directly engaged in national 
defense, including civilians in the nation’s 
military establishment as well as uniformed 
men, was steeper than the trend of popula- 
tion.” 

“The century opened with the people 
largely though not wholly against govern- 
ment ‘interference’ and‘ paternalism.’ 
But then came stimulated growth of the 
elements in the climate of opinion that look 
to government to deal with social and eco- 
nomic problems, and lowered resistance to 
such a program.” 


The author finds it a “ persuasive hy- 
pothesis” that most of these factors stem 
from (pp. 149-150): 
“Most important, the various factors we 


economic growth 


have paraded—with the important excep- 
tion of 


the international situation—may be 
viewed as largely different aspects of one 
That is 
the cause or causes of the economic growth 


central cause or group ot causes. 


—in population, per capita income, and ag- 
gregate income—that has characterized the 


United States during the last half-century. 
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Change in population composition of the 
kind we have experienced, the end of the 
frontier, advance and diffusion of science 
and technology, industrialization, urbaniza- 
tion, increase in size of enterprise, and busi- 
that 
growth and suggest themselves as distinc- 


ness cycles were concomitants of 
tive characteristics of a growing economy. 
If this view is sound, the rising trend of 
government activity also is a concomitant 
of economic growth.” 

The channels through which develop- 
ments underlying our economic growth af- 
fected government activities are numerous 
and diverse, ranging from the fact that 
they “disturbed the security of individuals 
and groups,” to the fact that “ economic 
development may also have created, in Pro- 
fessor Schumpeter’s phrase, ‘ growing hos- 
tility’ to the system of private enterprise 
and a predisposition towards ‘ intervention- 
ism’ involving increased government regu- 
lation, protection, subsidy, and participa- 
tion in the production process.” 

In answer to the second question with 
which he opens his final chapter, the author 
suggests that we seek confirmation of this 
hypothesis in study of developments in 
other nations. ‘ With such a comparative 
study completed, we can be surer of the 
causes of developments in this country ” 
(p. 132). 

Finally, what the future holds for us, ap- 
parently, is continuation of the past trend. 
Moreover, we are informed by the author 
that, despite the riskiness of economic and 
political forecasting, in this case “ enough 
is known for us to meet the challenge with 
more confidence than usual.” ‘The reason 
for this, quoting Wesley Mitchell, is that 
“the chances of forming approximately 
anticipations are best when we are 
dealing with a secular trend...” (p. 153). 

The 


in words which Wesley Mitchell wrote in 


correct 
description of this trend, expressed 
1936, expresses a rather unhopeful view of 


the further development of capitalist econ- 
omies—emphasizing the disruptive effects of 
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technological progress—which might have 
1936 
does at the present time. When Professor 
Fabricant tells us that “ World War Il has 
already added impetus to the tendencies 
summed up by Mr. Mitchell” (p. 154), he 


perhaps refers mainly to the latter’s refer- 


seemed more convincing in than it 


ence to “the probability of future wars” 


characterized by increasingly “ drastic eco- 


nomic mobilization,” or to his prediction 


that ye those who suffer mischances v ill fol 


low the precedents our generation is setting 


and make even iarger demands tor govern- 


ment aid” (p. 153). 

Professor Fabricant gives us here some 
very broad generalizations on the historical 
an velopment ot government’s role in the 
economy, and some political theory, neither 
of which is tied in any definite way to the 
data of earlier chapters of the book. No 
doubt all the multifarious factors which he 
lists as underlying the trend in government 
activity are involved somehow, but we are 
left with little usable judgment on their 
His 


briefly stated theory of capitalist economic 


significance in particular connections. 


and political development evidently must be 
accepted or rejected by the reader on the 
basis of his personal predilections. 

What the author does not succeed in do- 
ing is to bring the problem of government 
cost, or burden, or interference, into some 
sort of workable focus, a focus based upon 
sufficiently rigorous analysis of data that it 
may promote reason and agreement in an 
area of discussion in which these are badly 
needed. The earlier chapters are not as all- 
encompassing in scope as the final one, but 
at several points they share the characteris- 
tics of—what is to this writer—excessive 
breadth and vagueness, lacking the disci 
pline of a consistent framework of analysis 
and persistent attention to clearly defined 
questions. 

Surely much useful work is yet to be 
done in analyzing the history of govern- 
ment’s role in our economy, and it may be 
useful to indicate for future reference some 
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of the problems pointed up by Professor 
work. Aside 
the desirability of distinguishing between 


Fabricant’s ambitious from 


interpretation of data in some fairly narrow 


sense and speculation of much_ broader 


scope, which Professor Fabricant might 
have done more explicitly, these problems 
involve definition (1) of the object and 
unit of measurement of government “ ac- 
tivity’ and (2) of the framework within 
which data are to be interpreted. 


T he 


powerful regulatory agency, but not much 


Federal Trade Commission is a 


of a spender. The Post Office is a tremen- 
dous employer and a very large spender on 
a gross basis, a substantial net spender, 1s in 
some degree a competitor of private busi- 
ness, and has important regulatory author- 
ity, but for all this it is in some connections 
The FHA 


is insignificant by most of the above stand- 


a relatively unimportant agency. 


ards; it usually shows up as a negative net 
real 
estate mortgages makes it an important fac- 


spender. However, its insurance of 
tor in the economy from several points of 
view. For dealing with growth of “ gov- 
ernment activity,” of which these are but a 
few examples, what should be the dimension 
and the unit of measurement? 

Professor Fabricant generally orients his 
statistical material toward the concept of 
government as a producer, a direct user of 
goods and services (i.e., loans and transfer 
expenditures are excluded), and he states 
that “measurement of the scope and trend 


of government activity must be approached 


through the drafts it makes upon the pro- 


ductive resources of the nation—its labor 
force and its capital” (p. 10). However, 
a good deal of the statistical material (espe- 
cially in Chapters 4 and 7) is not in this 
framework, and the author does not, in ef- 
fect, adhere to it in his discussion, but in- 
cludes extensive references to regulatory 
agencies which involve insignificant govern- 
ment use of resources, and gives consider- 
able attention to programs involving prin- 


His 


cipally loans and transfer payments. 
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discussion and conclusions are evidently in 
terms of some all-encompassing concept of 
government activity. 

Future work in this area should probably 
assume that all aspects of government ac- 
tivity cannot be comprehended adequately 
by a single measure or a single framework 
of analysis, and attempt to define carefully 
a particular aspect of government activity 
which can be specifically related to some 
question or problem; then select an appro- 
priate measure of the activity, and adopt 
some explicit criterion of relative, as well 
as absolute, growth. Relative standards of 
measurement are essential for meaningful 
interpretation of change in one area within 
a growing nation. Professor Fabricant at 
some points makes use of relative standards 
of increase, such as the relation of govern- 
ment employment to total employment, but 
at other points he emphasizes absolute in- 
crease, and at some points it was not clear 
to this reader exactly what he meant by 
“increasing > government activity. 

The second problem pointed up by the 
book is the framework within which the 
data are to be interpreted, a matter on 
which divergent viewpoints exist. Professor 
Fabricant makes extensive use of the con- 
cept of the “trend” as something to be 


discovered and extrapolated; this writer 
would prefer to see this concept used in a 
much more restricted fashion if not avoided 
entirely. Discussion directly in terms of 


causative factors seems more conducive 
both to clarity and usefulness. 

It should be pointed out that for those 
who do not go along with Professor Fabri 
cant on his theory of the implications of 
capitalist growth and or his analysis in 
terms of trends, the prospects of holding 
the scope of government within bounds are 
not necessarily so black as would be sug- 
gested by his extrapolation, or by the tone 


of his book in general (this is in terms of 


government cost; evaluation of government 


regulation requires quite different terms of 
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analysis). The author points out that costs 
of war and its aftermath have played a very 
large role in past growth of government, 
but he does not consistently make this dis- 
tinction, and the reader may not appreciate 
fully the historical role of war. A recent 
article in this Journal (Musgrave and Cul- 
‘The Growth of Public Expendi- 
United States, 1890-1948,” 
that 


bertson, 
tures in the 
1953) 


within its definitional terms of reference— 


June, gave estimates while— 


the increase in government expenditures 
from 1902 to 1948 was about twice as large 
as the growth in net national product, ex- 
pansion during this period in non-war-re- 
lated expenditures scarcely more than kept 
pace with growth in the nation’s net out- 
put. 

Also, clearly the near-end of the “ trend ” 
in government activities is heavily weighted 
with programs stemming at least in some 
measure from the depression of the 1930's, 
and our success in effectuating our declared 
policy of preventing such economic catas- 
trophies in the future will be a major factor 
government in the 


determining role of 


economy. Professor Fabricant hypothesizes 
that depressions will be a continuing ac- 
companiment of our economic growth, but 
If one is 


prospects 


some of us may be more hopeful. 
reasonably optimistic regarding 
for economic stabilization and the possibil- 
ity of avoiding another world war (and 
keeping down “ peacetime ” defense costs— 
a new element in the situation), he may 
conclude that future growth in government 
costs is something which we can adequately 
control. Careful analysis of past experi- 
ence may do much to develop our perspec- 
tive on the problems involved in control of 
government costs and of less measurable as- 
pects of government activity, though the 
task of interpretation will not be a simple 
one. 
J. M. CULBERTSON 
Washington, D. C. 
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OBJECT. The National Tax Association is a non-political, non-sectarian, 
and non-profit-making educational organization. Its object, as stated in its 
certificate of incorporation, is to educate and benefit its members and others by 
promoting the scientific study of taxation and public finance; by encouraging 
research; by collecting, preserving, and diffusing scientific information; by 
organizing conferences; by appointing committees for the investigation of spe- 
cial problems; by formulating and announcing, through the deliberately ex- 
pressed opinion of its conferences, the best informed thought and ripest adminis- 
trative experience available; and by promoting better understanding of the 
common interests of national, state, and local governments in the United 
States and elsewhere, in matters of taxation and public finance and interstate 
and international comity in taxation. 


MEMBERSHIPS. The Association welcomes to its membership, for 
mutual discussion and deliberation, all who may be interested in taxation and 
public finance generally. Annual dues are: junior memberships for individuals 
under thirty-five years of age, $5; senior memberships for government agencies 
and educational institutions and their personnel, $10; senior memberships for 
other individuals and organizations, $15; sustaining memberships, $100 to 
$1,000. 


PUBLICATIONS. The Nationat Tax Journat is published quarterly 
in March, June, September, and December. ProceEpincs of the annual con- 
ferences on taxation which are sponsored by the Association are published soon 
after the meetings. The JounNAL and the PRoceEDINGs are sent to members 
without charge. To non-members the price of the JOURNAL is $5.00 per year, 
single numbers, $1.50. The prices of the PROCEEDINGS vary; that of the 1952 
volume is $6.75. 





Applications for membership, orders for publications, and general inquiries 
should be addressed to Ronald B. Welch, Secretary, National Tax Association, 
P.O. Box 1799, Sacramento 8, California. 





OFFICERS 
JoHin L. CONNOLLY, Minnesota Mining & Manufacturing Co., President 
Ropert S. ForD, University of Michigan, Vice President 
Ronatp B. WELCH, State Board of Equalization, California, Secretary 
LE, L, BrickHOousE, Guaranty Trust Company of New York, Treasurer 


EXECUTIVE COMMITTEE 


The above officers ex-officio, the two ex-presidents who have last held office, 
nine elected members, and two honorary members 


Elected Members Ex-Presidents 


Wittiam G. Bone ut, California State Board of | ALFRED G. BUEHLER, University of Penrsylvania 
Equalization © ' H. Crype Reeves, Bankers Life & Casualty Com- 
WitttaM F. CONNELLY, Connecticut Tax Com- “ 
pany, Chicago 
missioner 
KennetH W. GEMMILL, Assistant to the Secretary, 
United States Treasury Department 
RicHarp B. Goong, International Monetary Fund 
Atan L. Gornicx, Ford Motor Company, Dear- 
born 
Harotp M. Groves, University of Wisconsin 
A. G. QuaremBa, City Bank Farmers Trust Co., 
New York A. KENNETH EATON, Department of Finance, 
Eucene G. SHAw, Commissioner of Revenue, Dominion of Canada 
North Carolina : : 
R. H. WATERMAN, Texas & Pacific Railway Com- Pump T. Crarx, Controller of Revenue, Province 
pany and Missouri Pacific Lines, Dallas of Ontario 


Honorary Members 





